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August  5,  1988. — Ordered  to  be  printed 


Mr.  DiNGELL,  from  the  Committee  on  Energy  and  Commerce, 
submitted  the  following 

REPORT 

together  with 
ADDITIONAL  VIEWS 


[To  accompany  H.R.  5090  which  on  July  26,  1988,  was  referred  jointly  to  the  Com- 
mittee on  Ways  and  Means,  the  Committee  on  Agriculture,  the  Committee  on 
Banking,  Finance  and  Urban  Affairs,  the  Committee  on  Energy  and  Commerce, 
the  Committee  on  Foreign  Affairs,  the  Committee  on  Government  Operations,  the 
Committee  on  Interior  and  Insular  Affairs,  and  the  Committee  on  the  Judiciary] 

[Including  cost  estimate  of  the  Congressional  Budget  Office] 

The  Committee  on  Energy  and  Commerce,  to  whom  was  referred 
the  bill  (H.R.  5090)  to  implement  the  United  States-Canada  Free- 
Trade  Agreement,  having  considered  the  same,  report  favorably 
thereon  without  amendment  and  recommend  that  the  bill  do  pass. 
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Purpose  and  Summary 

Both  the  United  States  and  Canada  have  a  large  bilateral  trad- 
ing relationship  with  each  other  than  with  any  other  country  in 
the  world.  In  1987,  the  United  States  exported  goods  valued  at 
$59.8  billion  to  Canada,  and  Canada  exported  goods  valued  at 
almost  $72.7  billion  to  the  United  States,  providing  total  bilateral 
merchandise  trade  of  $132.5  billion. 

In  addition,  United  States-Canada  bilateral  trade  in  services 
reached  $11  billion  in  1986.  United  States-Canada  bilateral  direct 
investment  is  now  valued  at  $67  billion. 

Trade  with  the  United  States  is  very  important  to  Canada.  Cana- 
dian trade  with  the  United  States  has  more  than  doubled  since 
1980.  During  the  same  period,  Canada's  trade  with  the  European 
Community  has  declined,  and  trade  with  the  Japanese  has  risen 
only  35  percent. 

Greater  access  to  the  U.S.  market  which  the  United  States- 
Canada  Free-Trade  Agreement  will  give  Canada  is  expected  to  give 
Canadian  producers  the  ability  to  achieve  greater  specialization  of 
production.  Canada  has  a  population  of  only  about  25  million 
people — one-tenth  the  size  of  the  United  States.  Not  having  access 
to  a  large  domestic  market  has  made  it  difficult  for  Canadian  firms 
to  achieve  high  levels  of  efficiency  in  production. 

The  Agreement  is  expected  to  increase  Canada's  GNP  between  2 
and  5  percent.  U.S.  GNP  is  expected  to  rise  by  one  percent.  In 
Canada,  1  in  5  jobs  already  depend  on  trade  with  the  United 
States,  in  the  United  States  only  1  in  100  depend  on  trade  with 
Canada.  United  States-Canadian  trade  is  estimated  to  rise  by  $25 
billion  over  the  next  5  years,  as  a  result  of  the  Agreement. 

The  Agreement  is  expected  to  aid  U.S.  exporters  of  furniture, 
telecommunications  equipment,  home  appliances,  electronics  and 
paper  products  with  the  removal  of  high  tariffs  on  these  products. 
More  than  14,000  new  American  jobs  are  projected  to  be  created 
due  to  the  elimination  of  tariffs  alone.  In  particular,  small-  and 
medium-sized  companies  and  high  technology  companies  that  are 
shut  out  by  Canada's  high  tariffs  are  expected  to  benefit. 

The  reduction  of  barriers  on  direct  investment  and  on  U.S.  serv- 
ice industries  should  especially  benefit  banks  and  other  financial 
service  firms.  In  addition,  regions  of  the  United  States  that  import 
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energy  resources  from  Canada  should  be  helped  by  having  access  to 
cheaper  supplies  of  Canadian  energy. 

Background  and  Need  for  the  Legislation 
highlights  of  the  agreement 

The  Agreement  provides  for  the  elimination  of  almost  all  tariffs 
between  the  United  States  and  Canada  within  10  years.  Of  those 
items  subject  to  duties,  Canadian  tariffs  average  9  to  10  percent, 
whereas  U.S.  tariffs  average  4  to  5  percent. 

In  general,  the  United  States  negotiating  objectives  concerning 
tariffs  and  services  were  obtained.  Limited  progress  was  made  on 
relaxing  Canadian  non-tariff  barriers  and  investment  restrictions, 
and  very  little  progress  was  made  on  intellectual  property  rights 
and  subsidies.  The  Agreement  provides  for  a  United  States-Canada 
working  group  to  develop  new  rules  governing  the  treatment  of 
subsidies  within  7  years.  Either  country's  failure  to  adopt  the  new 
subsidies  code  would  be  grounds  for  the  other  country  to  withdraw 
from  the  Agreement. 

The  Committee  notes  that  Canada's  Parliament  is  not  likely  to 
act  on  the  Canadian  counterpart  to  this  legislation  until  after  elec- 
tions are  held  in  the  fall.  To  ensure  that  we  are  not  the  only  ones 
properly  implementing  this  Agreement,  this  legislation  requires 
the  Trade  Representative  to  report  to  Congress  not  later  than  De- 
cember 15th  concerning  changes  in  Canada's  laws,  regulations, 
policies  and  practices  necessary  to  fully  implement  its  obligations 
under  the  Agreement.  In  this  way,  the  Congress  will  have  the  in- 
formation it  needs  to  be  able  to  evaluate  whether  Canada  has  fully 
complied  with  its  obligations  under  the  Agreement. 

CHAPTER  four:  BORDER  MEASURES 

Trade  in  automotive  vehicles  and  parts  accounts  for  one-third  of 
all  trade  between  the  United  States  and  Canada.  Since  1981,  the 
United  States-Canada  balance  of  trade  in  automotive  products  has 
gone  from  a  surplus  for  the  United  States  of  $1.1  billion  to  a  deficit 
of  $6.8  billion.  During  this  time,  the  value  of  imports  from  Canada 
of  both  finished  cars  and  automotive  parts  has  more  than  doubled. 

This  decline  in  U.S.  auto  trade  with  Canada  has  caused  the  U.S. 
auto  parts  industry  to  seek  major  policy  changes  through  the 
Agreement.  Although  the  Agreement  does  contain  some  provisions 
that  may  help  the  U.S.  parts  industry,  the  industry  considers  the 
Agreement  generally  to  be  inadequate. 

Currently,  United  States-Canada  auto  trade  is  governed  by  the 
1965  Auto  Trade  Pact.  Under  the  pact,  auto  products  cross  the 
United  States-Canada  border  duty  free,  under  conditions  that  have 
raised  the  concern  of  many  in  the  U.S.  industry. 

Since  Canada  feared  that  the  elimination  of  tariffs  under  the 
Auto  Pact  might  lead  to  the  Big  Three  U.S.  auto  makers  shutting 
down  auto  production  in  Canada,  Canada  imposed  certain  condi- 
tions or  "safeguards"  on  U.S.  auto  makers  that  sought  to  enter 
automotive  products  into  Canada,  on  a  duty-free  basis.  To  be  eligi- 
ble to  import  duty-free  into  Canada,  the  Canadian  auto  firms  (the 
U.S.  Big  Three  and  soon  the  GM-Suzuki  joint  venture)  had  to 


agree:  (1)  to  produce  approximately  as  many  cars  in  Canada  as 
they  sell  in  Canada;  and  (2)  to  achieve  a  60  percent  Canadian  con- 
tent for  cars  sold  in  Canada.  These  requirements  were  designed  to 
promote  the  Canadian  parts  industry. 

On  the  other  hand,  the  United  States  allows  any  auto  maker  to 
be  eligible  for  duty-free  treatment  under  the  Auto  Pact  that  im- 
ports cars  or  parts  containing  50  percent  North  American  content 
(rather  than  the  60  percent  Canadian  content  that  Canada  re- 
quires). 

The  Free  Trade  Agreement  would  not  change  Canada's  require- 
ment that  automakers  achieve  60  percent  Canadian  content  to  be 
eligible  for  duty  free  entry  into  Canada  under  the  Auto  Pact.  The 
Agreement  does,  however,  eliminate  overhead  expenses  and  profits 
from  the  50  percent  North  American  content  requirement  that  the 
United  States  uses  to  establish  eligibility  for  duty-free  entry  into 
the  United  States. 

For  non-Auto  Pact  companies,  Canada  has  developed  two  duty 
remission  programs  that  provide  benefits  like  the  Auto  Pact. 
Under  Canada's  export-based  duty  remission  program,  auto  firms 
in  Canada  are  allowed  to  reduce  the  value  of  motor  vehicle  and 
parts  imports  subject  to  Canadian  duties  by  up  to  70  percent  of  the 
value  of  Canadian  made  auto  parts  that  the  firm  exports  to  the 
United  States  or  any  other  country.  This  program  has  the  effect  of 
drawing  more  Japanese  and  Korean  vehicle  imports  into  Canada 
and  pushing  subsidized  exports  of  Canadian  parts  to  the  United 
States  and  other  countries. 

Under  Canada's  production-based  duty  remission  program,  auto 
companies  with  a  significant  manufacturing  facility  in  Canada 
(Honda,  Toyota,  Hyundai  and  the  GM-Suzuki  joint  venture  now 
qualify)  can  be  eligible  for  duty  remission  on  automotive  imports 
coming  into  Canada  for  up  to  100  percent  of  the  value  of  the  auto 
company's  production  in  Canada. 

The  Free  Trade  Agreement  would  eliminate  Canada's  export- 
based  duty  remissions  on  January  1,  1989  for  exports  to  the  U.S. 
and  January  1,  1988  for  exports  to  all  other  countries.  Canada's 
production-based  duty  remissions  will  not  end  under  the  Agree- 
ment until  January  1,  1996. 

The  Committee  notes  that  the  Agreement  does  not  meet  the 
needs  of  an  important  share  of  the  auto  industry;  namely,  the  auto 
parts  manufacturers  and  the  North  American  workers.  Of  particu- 
lar concern  is  the  failure  of  the  Agreement  to  reach  a  60  percent 
content  level,  which  is  important  to  workers  in  both  countries  and 
to  the  auto  parts  workers.  As  a  result,  the  Administration  has 
made  a  commitment  to  take  certain  steps  to  maximize  the  benefits 
of  the  Agreement  to  these  entities  and  workers.  For  example,  the 
Administration  has  stated  in  the  statement  of  administrative 
action  that  it  intends  to  increaise  the  level  of  customs  personnel  at 
the  border  to  ensure  that  the  new,  tougher  North  American  con- 
tent requirements  in  the  Agreement  are  fully  enforced. 

The  legislation  contains  authority  for  the  President  to  negotiate 
an  agreement  with  Canada  to  raise  the  North  American  content 
requirements  in  the  Free  Trade  Agreement  from  their  present 
level  of  50  percent  to  60  percent,  which  is  what  the  U.S.  position  in 
the  negotiations  was  to  begin  with.  In  this  effort,  the  Administra- 


tion  has  committed  to  support  the  need  for  a  greater  percentage. 
The  Administration  has  also  agreed  to  review  Canada's  production 
based  duty  remission  program,  which  under  the  Agreement  would 
be  allowed  to  continue  until  1996,  to  determine  whether  an  unfair 
trade  practices  investigation  should  be  initiated  under  title  III  of 
the  Trade  Act  of  1974. 

Many  of  these  understandings  and  commitments  were  the  result 
of  joint  and  cooperative  efforts  by  this  Committee  and  the  Commit- 
tee on  Ways  and  Means  as  part  of  discussions  preceding  the  trans- 
mittal of  the  legislation  to  Congress,  as  well  as  extensive  Commit- 
tee correspondence  (see  Agency  Views). 

CHAPTER  seven:  AGRICULTURE 

Technical  Regulations  and  Standards  for  Agricultural  Food,  Bever- 
age and  Certain  Related  Goods 

The  Committee  has  jurisdiction  over  one  of  the  nation's  major 
food  safety  statutes — the  Federal  Food,  Drug  and  Cosmetic  Act 
(Act).  Under  the  Act,  the  Food  and  Drug  Administration  (FDA)  reg- 
ulates all  food  (except  meat  and  poultry)  for  adulteration,  mis- 
branding and  environmental  contamination  and  approves  prior  to 
marketing  all  food  and  color  additives  and  animal  drugs  (including 
those  used  in  animal  feeds),  and  the  Environmental  Protection 
Agency  (EPA)  regulates  the  amount  of  pesticide  residues  which 
may  remain  in  food  at  the  time  of  consumption.  Given  this  jurisdic- 
tion, the  Committee  is  concerned  with  the  impact  of  the  Agreement 
on  the  regulatory  responsibilities  of  the  FDA  and  EPA  under  the 
Act. 

The  Agreement  contains  certain  commitments  by  the  Federal 
Government  regarding  the  regulation  of  food  products  that  are  sub- 
ject to  trade  between  the  two  countries.  The  Committee  sought 
clarification  from  the  Administration  about  the  obligations  of  the 
federal  government  under  the  implementing  legislation  and  State- 
ment of  Administrative  Action  to  preempt  states  that  regulate  in 
the  same  areas  as  the  Act.  The  Committee  has  been  assured  by  Ad- 
ministration representatives  that  the  Administration  does  not  in- 
terpret the  Agreement  or  the  implementing  legislation  to  impose 
any  requirement  on  the  Federal  Government  to  preempt  state  laws 
and  regulations  that  cover  these  same  areas  regulated  by  FDA  and 
EPA  as  long  as  the  state  regulation  is  intended  to  reach  legitimate 
public  health  and  safety  objectives  and  is  applied  equally  to  all  do- 
mestic and  foreign  food  products.  The  Administration  included  a 
specific  comment  to  this  effect  in  the  Statement  of  Administrative 
Action. 

The  Agreement  also  commits  the  federal  agencies  that  regulate 
food  products  to  participate  in  'Vorking  groups"  that  will  address, 
on  an  ongoing  basis,  differences  in  regulatory  standards  between 
the  two  countries.  While  the  Committee  understands  that  these 
working  groups  are  an  integral  part  of  implementing  the  Agree- 
ment, the  Committee  is  concerned  that  the  effect  of  requiring  regu- 
latory agencies  responsible  for  public  health  to  consider  the  trade 
implications  of  their  regulatory  standards  could  be  to  diminish  im- 
portant public  health  protections. 


To  address  the  Committee's  concern,  the  Administration  agreed 
to  include  language  in  the  Statement  of  Administrative  Action  that 
commits  FDA  and  EPA  to  certain  procedural  steps  in  the  event 
they  decide  to  make  a  significant  change  in  their  regulatory 
schemes  as  a  result  of  the  activities  of  the  working  groups.  All  pro- 
posed regulations  would,  of  course,  require  notice  and  comment 
procedures.  The  Administration  has  agreed  that  other  significant 
changes,  such  as  those  made  in  general  statements  of  policy  or  in- 
terpretive rules,  would  also  go  through  such  notice  and  comment 
procedures.  With  these  procedural  safeguards,  the  Committee  is 
satisfied  that  the  process  of  making  changes  in  food  safety  regula- 
tion will  give  appropriate  consideration  to  trade  concerns. 

CHAPTER  nine:  ENERGY 

Chapter  Nine  applies  to  measures  related  to  trade  in  petroleum, 
natural  gas,  coal,  electricity,  uranium,  and  other  nuclear  fuels. 

In  this  Chapter,  the  United  States  and  Canada  reaffirm  their 
rights  and  obligations  on  bilateral  trade  in  energy;  state  their  un- 
derstanding that  this  prohibits  minimum  export  pricing  require- 
ments and  import  pricing  restrictions  or  quotas;  and  prohibits  dis- 
criminatory export  taxes. 

If  exports  are  restricted  in  situations  where  supplies  are  short, 
there  is  a  domestic  price  control  program,  or  a  need  exists  to  con- 
serve a  finite  energy  resource  as  permitted  under  the  GATT,  the 
restriction  may  not: 

— reduce  the  proportion  of  total  supply  historically  available  to 
the  other  country; 

— disrupt  the  normal  channels  of  supply  or  mix  of  energy  sup- 
plies; or 

— impose  a  higher  price  on  exports  than  for  comparable  domestic 
sales. 

The  Agreement  provides  only  narrow  exceptions  to  the  prohibi- 
tion on  trade  restrictions  in  situations  involving  national  security, 
which  are  limited  to  instances  of  militarily-related  national  securi- 
ty. 

In  sum,  neither  country  will  treat  the  buyers  or  sellers  of  energy 
in  the  other  country  as  "second  class"  customers  or  suppliers. 
Canada  gains  assured  nondiscriminatory  market  access  for  its 
energy  exports  to  the  United  States,  and  the  U.S.  gains  assured 
access  to  Canadian  energy  supplies  to  meet  its  imported  energy  re- 
quirements. 

The  Agreement  provides  for  consultation  in  the  event  either 
country  believes  the  energy  regulatory  acitons  of  the  other  country 
would  directly  discriminate  against  its  energy  goods  or  businesses. 
This  consultative  link  is  in  addition  to  the  consultation  provided 
for  in  Chapter  Eighteen  of  the  Agreement  and  recognizes  the  com- 
plexity of  energy  regulatory  programs  and  their  potential  effects 
on  energy  trade.  This  provision  will  encourage  constructive  consul- 
tations between  the  governments  with  a  view  to  avoiding  problems 
that  could  otherwise  require  dispute  settlement  under  the  proce- 
dures of  Chapter  Eighteen. 

Under  the  Agreement,  Canada  will:  exempt  the  United  States 
from  its  ''upgrading"  requirement  on  uranium  exports;  and  elimi- 


nate  the  electricity  export  price  test  that  require  the  export  price 
to  be  not  significantly  less  than  the  least-cost  alternative  available 
to  importer.  Other  Canadian  export  tests  (price  tests  and  "surplus" 
tests)  must  be  administered  in  a  manner  consistent  with  the  Agree- 
ment. 

The  United  States  will:  eliminate  any  discriminatory  treatment 
of  British  Columbia  Hydro  vis-a-vis  comparably  situated  U.S.  utili- 
ties in  terms  of  access  to  the  Bonneville  Power  Administration  In- 
tertie  into  the  California  electricity  market;  allow  export  of  up  to 
50,000  barrels  per  day  of  Alaskan  crude  oil  (the  export  of  which  is 
currently  prohibited  by  U.S.  law)  only  if  carried  from  Alaska  on 
vessels  documented  for  the  U.S.  coastwise  trade;  and  exempt 
Canada  from  restrictions  in  Section  161(v)  of  the  Atomic  Energy 
Act  on  domestic  enrichment  of  imported  uranium. 

The  FTA  recognizes  the  importance  of  government  incentives  for 
oil  and  gas  resource  development  in  view  of  the  contribution  of 
such  incentives  to  the  overall  energy  supply  security  of  both  coun- 
tries. Neither  country  is  required  to  eliminate  such  incentives  as  a 
consequence  of  implementing  the  Agreement,  and  may  create  new 
ones  consistent  with  the  principles  of  the  Agreement. 

Finally,  Chapter  Nine  expresses  the  Parties'  intent  that  there  be 
no  inconsistency  between  this  Agreement  and  the  obligations  of 
either  country  under  the  International  Energy  Program  of  the 
International  Energy  Agency. 

National  treatment 

The  Agreement  reaffirms  the  "national  treatment"  obligations 
which  exist  today  under  the  GATT  and  which  already  apply  to  Ca- 
nadian and  United  States  governmental  actions  affecting  United 
States-Canadia  energy  trade. 

The  "national  treatment"  obligation  means  that  laws  and  regula- 
tions should  not  discriminate  between  foreign  and  domestic  energy 
on  the  basis  of  nationality.  For  example,  imports  of  Canadian  natu- 
ral gas  and  electricity  will,  under  both  GATT  and  now  the  Agree- 
ment as  well,  be  accorded  treatment  no  less  favorable  than  U.S. 
natural  gas  and  electricity,  under  all  U.S.  laws  and  rules  respect- 
ing the  sale,  licensing,  shipment,  distribution,  and  use  of  gas  and 
electricity. 

This  obligation  extends  to  rules  and  decisions  of  the  Federal 
Energy  Regulatory  Commission  (FERC)  and  the  Economic  Regula- 
tory Administration  (ERA)  of  the  Department  of  Energy  (DOE),  for 
example,  and  to  other  U.S.  Federal  and  State  governmental  agen- 
cies. Of  course,  it  applies  equally  to  Canadian  Federal  and  Provin- 
cial agencies,  such  as  the  National  Energy  Board  (NEB). 

Practices  forbidden  under  this  obligation  would  include,  for  ex- 
ample, a  domestic  rule  in  either  nation  imposing  an  internal  quan- 
titative requirement  that  a  specified  portion  or  percentage  of  natu- 
ral gas  or  electricity  needs  be  supplied  from  domestic  sources,  or 
that  no  foreign  coal  or  oil  be  marketed  to  domestic  buyers. 

Equal  Opportunity 

In  sum,  "national  treatment"  requires  giving  Canadian  energy 
imports  an  equal  opportunity  to  compete  and  win  in  U.S.  markets. 
However,   neither  FERC,   nor  DOE,   nor  any  other  government 
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agency  is  required  to  assure  Canada's  success  in  this  competition, 
and  U.S.  regulations  that  might  indirectly  lead  to  lower  Canadian 
sale  volumes  or  prices  in  the  United  States  do  not  necessarily 
mean  that  Chapter  Nine's  * 'national  treatment"  obligation  is  being 
violated. 

But  Canada's  equal  opportunity  here,  like  ours  there,  must  be 
genuine  and  real,  and  not  merely  one  of  form:  Formally  and  facial- 
ly neutral  regulations  that  are  nevertheless  intended  to  and  do  in 
effect  limit  "competition  on  the  merits"  from  Canadian  energy  im- 
ports, while  protecting  their  American  counterparts,  violate  the 
Agreement. 

For  example,  a  quota  or  volumetric  limitation  on  Canadian  gas 
imports,  imposed  by  a  U.S.  gas  pipeline  as  an  ostensible  '^operation- 
al  restriction"  on  contract  carriage  gas  and  enforced  by  onerous 
rate  or  certificate  terms,  would  violate  the  Agreement's  anti-import 
quota  provisions  if  (1)  the  restriction  was  not  needed  for  genuine 
physical  operating  reasons  and  (2)  the  intent  and  effect  of  the 
quota  is  to  prevent  competition  from  cheaper  Canadian  gas  that 
might,  for  example,  lower  the  pipeline's  takes  of  U.S.  gas  and  raise 
its  take-or-pay  liability. 

In  such  a  case,  an  explicit  statement  that  the  goal  of  the  quota 
(and  the  ancillary  terms)  is  to  discriminate  against  Canadian 
energy  is  of  course  not  required  for  a  violation  of  the  Agreement  to 
be  demonstrated,  and  may  be  inferred  by  the  FERC  or  any  other 
agency. 

In  sum,  U.S.  Federal  and  State  agencies  are  to  "look  behind"  the 
surface  terms  of  a  contract,  rate  filing,  or  certificate  requiring  their 
approval,  in  order  to  ensure  genuine  compliance  with  the  Agree- 
ment, the  implementing  bill,  and  the  Statement  of  Administration 
Action.  Otherwise,  its  benefits  for  U.S.  consumers  and  energy  secu- 
rity could  not  be  fully  achieved. 

Electricity 

No  Amendment  To  Existing  Law. — Chapter  Nine  of  the  Agree- 
ment requires  no  change  in  the  Federal  Power  Act  (FPA),  the 
Public  Utility  Regulatory  Polices  Act  of  1978  (PURPA),  or  any 
other  federal  law  in  order  to  implement  the  Agreement.  In  other 
words,  the  existing  Federal  laws  governing  electricity  are  consist- 
ent with  the  Agreement. 

Provisions  in  Statement  of  Administrative  Action  Governing  Bon- 
neville Power  Administration. — Annex  905.2  of  the  Agreement 
raises  two  issues  concerning  the  Bonneville  Power  Administration 
(BPA)  and  British  Columbia  Hydro  (BC  Hydro),  neither  of  which 
required  implementing  legislation  and  both  of  which  are  addressed 
in  the  Statement  of  Administrative  Action.  Those  issues  are  the 
following: 

(1)  Paragraph  2.  of  Annex  905.2  states  that  the  United  States 
shall  "cause  [BPA]  to  modify  its  Intertie  Access  Policy  so  as  to 
afford  British  Columbia  Hydro  treatment  no  less  favourable  than 
the  most  favourable  treatment  afforded  to  utilities  located  outside 
the  Pacific  Northwest."  As  amplified  in  the  Statement  of  Adminis- 
trative Action,  this  provision  takes  no  position  on  the  ongoing  dis- 
pute between  BPA  and  California  utilities  as  to  "the  legality  or  ap- 
propriateness of  BPA's  policy  of  providing  priority  intertie  access 
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to  Pacific  Northwest  region."  Nor  does  the  Agreement  alter  the  ex- 
isting laws  pursuant  to  which  BPA's  Intertie  Access  Policy  as  de- 
veloped. Rather,  the  Agreement  and  accompanying  Statement  clar- 
ify the  fact  that  BPA  must  afford  to  electricity  produced  by  BC 
Hydro  treatment  "no  less  favourable"  than  the  treatment  it  affords 
to  electricity  produced  by  non-Pacific  Northwest  utilities  (including 
California  utilities). 

(2)  Paragraph  5.  of  Annex  905.2  states  that  "[t]he  Parties  fully 
expect  the  [BPA]  and  British  Columbia  Hydro  will  continue  to  ne- 
gotiate mutually  beneficial  arrangements  consistent  with  the  objec- 
tives of  this  Agreement."  As  clarified  in  the  Statement  of  Adminis- 
trative Action,  this  provision  requires  no  specific  negotiations 
either  to  commence  or  to  continue.  Nor  does  this  provision  either 
require  or  preclude  the  incusion  of  other  parties  (such  as  utilities 
in  California  and/or  the  Pacific  Northwest)  in  whatever  negotia- 
tions between  BPA,  BC  Hydro,  and  utilities  in  California  and  the 
Pacific  Northwest,  "[w]hen  and  where  appropriate,"  to  ''negotiate 
mutually  beneficial  arrangements  consistent  with  the  objectives  of 
the  Agreement  and  applicable  laws  including  energy,  safety  and 
environmental  laws." 

Discrimination  Based  on  National  Origin. — The  Statement  of  Ad- 
ministrative Action  clarifies  that  '*[t]he  Agreement  precludes  dis- 
crimination, based  solely  on  national  origin,  by  ERA  or  FERC 
against  imports  of  electricity,  or  any  class  of  imports  of  electricity, 
from  Canada."  This  means  that  the  importation  of  Canadian  elec- 
tricity, or  Canada's  access  to  American  electricity  markets,  cannot 
be  limited  by  reasons  of  the  origin  of  that  electricity. 

Neither  the  Agreement,  nor  the  Public  Utility  Regulatory  Poli- 
cies Act  of  1978,  nor  the  Federal  Power  Act  grants  to  ERA  or  to 
FERC  the  authority  to  exclude  Canadian  electricity  from  competi- 
tive bidding  processes  for  the  purchase  and  sale  of  electricity  or,  in 
turn,  the  authority  to  delegate  such  exclusionary  power  to  state 
regulatory  authorities  or  to  nonregulated  utilities. 

Uranium 

The  uranium  provisions  of  the  Agreement  will  preclude  the  DOE 
from  ever  prohibiting  the  enrichment  of  Canadian-origin  uranium 
for  use  in  domestic  nuclear  power  plants.  Under  current  law,  the 
Department  would  be  required  to  prohibit  the  enrichment  of  for- 
eign uranium  to  the  extent  necessary  to  maintain  the  viability  of 
the  domestic  uranium  industry. 

The  Agreement  also  requires  Canada  to  remove  requirements 
that  Canadian-origin  uranium  destined  for  use  in  the  United  States 
be  processed  in  Canada.  Thus,  a  utility  in  the  United  States  could 
purchase  uranium  in  Canada  and  choose  to  have  it  processed  in  the 
United  States. 

Alaskan  Oil 

To  illustrate  the  types  of  export  transactions  contemplated  by 
the  implementing  legislation,  and  help  to  rapidly  commence  the 
authorized  exports,  the  following  examples  of  permissible  exports 
are  set  forth: 

A  producer  of  Alaska  North  Slope  (ANS)  crude  oil  agrees  to 
supply  a  Canadian  refinery  up  to  50,000  barrels  per  day  of  ANS 
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crude.  The  crude  will  be  transported  from  the  producing  field  via 
the  Trans-Alaskan  Pipeline  and  loaded  onto  vessels  documented 
under  section  12106  of  title  46,  United  States  Code.  The  vessels  will 
transport  the  crude  to  a  port  or  place  near  the  Canadian  refinery's 
crude  oil  storage  facilities.  In  the  event  that  dock  facilities  are  in- 
adequate for  the  purpose  of  off-loading  the  crude  directly  from  the 
vessel,  the  crude  will  be  lightered  from  the  vessel  to  the  port  facili- 
ties via  barges.  In  this  case,  the  barges  engaged  in  lightering  oper- 
ations are  not  considered  "ocean  transportation"  and  as  such  shall 
not  be  subject  to  the  requirement  for  documentation  under  46 
U.S.C.  12106. 

It  is  the  intent  of  the  Committee  that  the  above  transaction 
would  not  be  subject  to  the  requirements  of  section  7(d)(2)  of  the 
Act.  Nor  would  the  exports  be  in  any  way  constrained  by  any  limi- 
tation on  the  export  of  refined  petroleum  products.  The  exports 
may  be  direct  sales  and  no  exchange  for  Canadian  or  any  other 
crude  is  required. 

The  Committee  endorses,  and  wishes  to  emphasize,  the  provision 
in  the  Statement  of  Administrative  Action  stipulating  that  the 
Commerce  Department  shall: 

*  *  *  ensure  that,  in  authorizing  exports  by  different  ap- 
plicants for  the  50,000  barrels  per  day  allowance,  a  stream- 
lined, simple,  fair  and  nondiscriminatory  process  is  used, 
such  as,  for  example,  a  first-come,  first-served  basis. 

Further,  the  Committee  believes  that  it  is  in  the  spirit  of  the 
Agreement  that  the  Commerce  Department  act  expeditiously  in 
amending  the  Export  Administration  Regulations  and  that  the  ad- 
ministration generally  comply  with  the  Alaska  Oil  Exports  section 
of  the  Statement  of  Administrative  Action  in  a  timely  fashion 
shortly  after  entry  into  force  of  the  Agreement. 

Natural  Gas 

No  amendment  to  existing  law. — Chapter  Nine  of  the  Agreement 
requires  no  change  in  the  Natural  Gas  Act  (NGA),  the  Natural  Gas 
Policy  Act  (NGPA),  or  any  other  federal  natural  gas  law  in  order  to 
implement  the  Agreement. 

This  means  that,  under  section  102(a)  of  this  implementing  legis- 
lation, these  existing  Federal  natural  gas  laws  are  consistent  with 
the  Agreement. 

There  are  several  reasons  for  this:  First,  none  of  these  laws  speci- 
fy different  price  or  non-price  regulation  for  Canadian  gas  as  op- 
posed to  U.S.  gas. 

Second,  both  the  NGA  and  the  NGPA  bar  discrimination  and 
preferential  treatment,  and  affirmatively  require  nondiscrimina- 
tory rates  and  charges  for  the  interstate  shipment  and  sale  of  natu- 
ral gas. 

Third,  other  provisions  of  these  laws  mandate  ''just  and  reasona- 
ble" treatment  and  bar  gas  companies  from  subjecting  "any 
person"  to  any  prejudice  or  disadvantage.  These  standards  are  en- 
tirely consistent  with  the  Agreement. 

Fourth,  the  NGPA  embodies  a  basic  policy  of  relying  on  free 
market  forces  and  increased  competition  to  determine  levels  of  pro- 
duction, consumption,  and  price.  The  Agreement  expands  that  reli- 


11 

ance  and  increases  that  competition,  and  is  thus  consistent  with 
the  NGPA. 

Fifth,  natural  gas  licensing,  import,  and  export  decisions  by 
FERC  and  DOE's  ERA  have,  under  the  Natural  Gas  Act,  long  been 
decided  on  the  basis  of  "public  interest"  and  "public  convenience" 
standards.  The  Agreement's  basic  policy  of  free  natural  gas  trade 
with  Canada — and  the  force  of  law  which  the  Agreement  carries — 
now  become  additional  factors  which  these  agencies  must  consider 
as  they  make  decisions  under  these  "public  interest"  standards. 

Opinion  256. — One  concern  for  U.S.  gas  producers  involves 
FERC's  Opinion  No.  256,  the  so-called  "as  billed"  decision  on  pipe- 
line rates. 

In  this  decision,  which  is  currently  on  appeal,  FERC  considered 
the  rates  of  certain  U.S.  gas  pipelines:  Specifically,  could  these 
pipelines  charge  their  customers  in  the  same  way  that  they  were 
charged  (or  billed)  by  their  suppliers? 

The  suppliers  of  the  U.S.  pipelines  stretched  northward  in  a 
chain  of  middlemen  that  ended  with  Canadian  gas  producers  in  Al- 
berta. In  order  to  increase  their  U.S.  sales  volumes  while  maintain- 
ing the  sales  price  of  those  same  volumes,  the  Canadian  producers 
had  lowered  their  "per-thousand-cubic-feet"  price  to  U.S.  buyers — 
the  pipelines — while  raising  their  flat  monthly  charge. 

This  combination  of  lower  variable  charges  and  higher  fixed 
charges  would  keep  total  Canadian  earnings  unchanged  for  any 
given  volume  of  gas  exports  to  the  U.S.A.  (In  the  gas  industry's 
jargon,  the  lower  "commodity  charge"  is  made  up  for  by  the  higher 
"demand  charge.") 

However,  the  lower  variable  charge  proposed  by  the  Canadians 
could  at  the  same  time  make  their  gas  more  attractive  to  U.S. 
buyers,  who  in  many  cases  only  consider  variable  and  not  fixed 
charges  when  making  their  purchasing  decisions.  That  in  turn  ulti- 
mately means  increased  sales  for  Canadian  producers  and  lower 
sales  for  U.S.  producers. 

In  Opinion  256,  the  FERC  decided  that  the  U.S.  pipelines  could 
not  pass  through  to  their  buyers — such  as  local  gas  utilities — a 
combination  of  variable  and  fixed  charges  determined  under  differ- 
ent assumptions  and  rules  for  Canadian  gas  as  opposed  to  Ameri- 
can gas.  Instead,  FERC  allowed  pipeline  passthrough  if  the  same 
allocation  rules  were  used  for  Canadian  as  for  American  gas. 

The  Committee  believes  that  different  rules  are  not  equitable 
here.  Producers  from  either  nation  could  gain  an  artificial  advan- 
tage over  producers  from  the  other,  if  one  group  "put  everything  in 
the  demand  charge"  while  the  other  group  didn't.  Regulation  of 
U.S.  pipelines  that  buy  from  both  sets  of  producers  must  treat 
them  evenly,  as  FERC  has  done  in  Opinion  256. 

The  Agreement  does  not  overturn  Opinion  256. — The  Agreement 
and  the  implementing  legislation  do  not  and  cannot  displace  the 
Court  of  Appeals  which  is  currently  reviewing  this  opinion  under 
the  NGA.  However,  FERC's  decision  is  in  the  Committee's  view 
consistent  with  the  Agreement,  and  is  not  overturned  by  the  agree- 
ment and  the  implementing  legislation. 

First,  the  opinion  provides  the  same  "downstream  pipeline" 
treatment  for  all  gas  sold  in  the  United  States,  regardless  of  the 
nation  in  which  it  was  originally  produced.  Rulings  that  treat  all 
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producers  evenly  and  equally  in  this  type  of  nondiscriminatory 
fashion,  clearly  are  the  goal  of  the  Agreement. 

Second,  the  Canadian  government  itself  has  agreed  that  Opinion 
256  is  not  inconsistent  with  the  Agreement. 

It  is  true,  that — if  upheld — Opinion  No.  256  has  the  effect  of  low- 
ering the  profits  Canadian  producers  anticipated  earning  before 
the  opinion  was  decided. 

But  many  FERC  opinions  have  had  this  effect  on  U.S.  producers 
and  pipelines,  too,  and  it  is  in  any  event  impossible  to  guarantee 
the  profit  expectations  of  all  competing  businessmen  in  the  gas  in- 
dustry while  simultaneously  continuing  to  regulate  the  gas  indus- 
try under  existing  laws. 

In  fact,  the  negotiators  of  the  Agreement  specifically  rejected 
language  that  would  make  international  gas  contracts  more  un- 
touchable, privileged,  or  sanctified  than  domestic  contracts. 

Such  an  untenable  approach,  though  it  could  have  spared  Cana- 
dian producers  from  the  financially  adverse  impact  of  the  opinion, 
would  be  unfair  to  producers  and  consumers  in  both  nations:  A  sale 
from  Alberta  to  Illinois  would  have  preferential  legal  status  over  a 
sale  from  Alberta  to  Toronto,  and  over  a  sale  from  Texas  to  Illi- 
nois; and  special  legal  treatment  on  the  basis  of  nationality  would 
be  accorded,  in  violation  of  the  Agreement. 

Must  Opinion  256  Be  Extended. — Different  issues  are  raised  by 
requests  that  Opinion  256  be  extended — or  not  be  extended — to 
other  parties,  other  importers,  and  other  cases  that  were  not  before 
the  FERC  when  it  decided  that  dispute. 

In  particular,  the  Agreement  of  course  does  not  specifically  re- 
quire or  forbid  the  decision's  extension  to  new  or  different  proceed- 
ings. 

This  is  a  question  for  the  FERC  or  the  ERA  to  decide,  acting  in 
accord  with  applicable  law,  including  both  the  Natural  Gas  Act 
and  this  Agreement.  Both  agencies  have  broad  discretion  to  adhere 
to  old  policies  or  adopt  new  ones.  This  is  a  familiar  part  of  the  ad- 
ministrative law  process,  and  a  part  of  these  agencies'  authority 
which  is  not  taken  away  by  the  Agreement  or  this  implementing 
legislation. 

It  is  not  appropriate — especially  in  the  context  of  this  measure 
which  does  not  change  existing  gas  laws — to  specify  the  outcomes 
of  pending,  unargued  cases,  and  thereby  in  effect  displace  the 
FERC  or  the  ERA. 

Consistency  With  Order  500. — Others  are  concerned  that  the 
Agreement  may  require  changes  in  FERC  Order  500,  relating  to 
contract  carriage  transportation. 

Again,  Order  500  sets  general  rules  and  gives  general  rights  to 
all  producers  who  transport  gas  on  U.S.  pipelines,  regardless  of 
their  nationality.  Like  Opinion  256,  Order  500  is  not  final,  and  the 
courts  will  have  the  last  word. 

However,  in  the  Committee's  opinion,  nothing  in  Order  500 
seems  inconsistent  with  the  Agreement.  Similarly,  the  Agreement 
does  not  in  some  way  "lock  in"  Order  500  exactly  in  its  current 
form— or  otherwise  in  the  future  prevent  FERC  from  revising  it  (or 
any  other  rule  or  order),  so  long  as  it  continues  to  give  Canadians 
and  Americans  equal,  nondiscriminatory  treatment. 
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Postage  Stamp  Rates. — Such  rates  are  another  example  of  a 
FERC  power  to  set  or  allow  rates  in  a  way  that  could  illegally  vio- 
late the  Agreement  and  the  nondiscrimination  provisions  of  the 
Natural  Gas  Act. 

These  rates  are  typically  used  on  "cobweb"  or  ''grid"  pipelines 
networks  with  multiple  entry  and  exit  points  that  move  much  gas 
by  displacement,  so  that  it  is  difficult  to  say  just  how  far  each  pro- 
ducer's specific  volumes  of  gas  have  traveled.  The  regulatory  cost 
of  calculating  different  charges  for  each  producer — with  "long 
haul"  shippers  paying  commensurately  more  than  "short  hop" 
shippers — can  be  excessive,  and  the  task  nearly  impossible. 

Nevertheless,  in  a  proper  case  FERC  could  find  that  such  rates 
have  been  used  to  penalize  short  hop  Canadian  producers,  by 
making  them  pay  as  much  as  longer  haul  American  shippers. 
FERC  could  properly  find  this  to  violate  the  Natural  Gas  Act  or 
the  Agreement. 

But  whether  unjust  postage  stamp  rates  have  in  fact  been  set  by 
pipelines  or  wrongly  allowed  by  the  FERC,  would  have  to  be  an- 
swered under  the  same  FERC  and  appellate  processes  that  are  now 
open  to  Americans  as  well  as  Canadians.  Again,  FERC  retains  all 
its  broad  policy  powers  over  rate  design,  but  cannot  have  different 
rules  for  American  and  Canadian  petitioners. 

Provincial  "First  Use''  Export  Taxes. — The  Agreement  would 
apply  in  Canadian  producing  provinces,  for  example  in  Alberta,  to 
nullify  a  tax  such  as  the  so-called  "first  use  tax"  like  that  enacted 
in  the  1970's  by  Louisiana. 

That  tax  was  imposed  on  all  "first  users"  of  natural  gas,  and 
users  within  the  state  were  then  wholly  exempted.  The  effect  was 
identical  to  that  of  an  export  tax:  Only  consumers  outside  of  the 
state  of  production  paid  the  tax. 

This  Agreement  applies  to  both  states  and  provinces,  as  well  as 
to  the  two  Federal  Governments.  It  prevents  both  countries,  and 
their  governmental  subunits,  from  taxing  the  export  of  an  energy 
good  to  the  other  country,  unless  the  same  tax  is  charged  on  that 
energy  when  it  is  destined  for  domestic  consumption  in  that  nation, 
state,  or  province. 

Ban  on  Discriminatory  Public  Utility  Regulation  in  Canada 

Under  the  Agreement,  Canadian  gas  (and  electricity)  in  Canada 
that  is  destined  for  United  States  consumption  must  be  treated  ex- 
actly like  Canadian  gas  in  Canada  that  is  destined  for  Canadian 
consumption. 

As  the  Statement  of  Administrative  Action  notes,  tariffs,  rates, 
certificates,  permits,  or  other  Federal  or  provincial  governmental 
approvals  cannot  differ  in  their  economic,  regulatory,  or  legal 
treatment  of  gas  (or  electricity)  passing  through  a  particular  seg- 
ment of  the  heavily  regulated  gas  (or  electric)  transmission  systems 
in  Canada,  on  the  grounds  that  one  shipment  is  ultimately  destined 
for  United  States  consumption,  and  the  other  for  Canadian  con- 
sumption. 

Such  a  difference,  whether  explicit  or  tacit,  would  violate  the 
Agreement,  in  particular,  Article  903:  This  Article  bans  both  na- 
tions from  introducing  or  maintaining  a  "tax,  duty,  or  charge"  on 
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energy  exports  which  is  not  also  introduced  or  maintained  on 
energy  "when  destined  for  domestic  consumption." 

Regulatory  approval  of  enforcement  by  a  government  entity  of  a 
charge,  rate,  or  term  that  is  not  equally  applied  in  this  fashion — 
even  though  set  forth  in  the  first  instance  in  the  tariff  of  a  "pri- 
vate" pipeline  (or  "private"  electric  utility) — is  covered  by  this  Ar- 
ticle. 

Goods  and  services 

Finally,  while  this  Article  covers  "energy  goods,"  both  nations 
recognize  that  the  price  of  energy  goods  at  the  border  includes  a 
substantial  delivery,  shipping,  or  transmission  cost  component,  es- 
pecially in  the  case  of  electricity  and  natural  gas. 

The  bans  on  discrimination  relating  to  trade  in  "energy  goods" 
at  the  border  thus  incorporate  and  includes  equivalent  bans 
against  discrimination  in  the  kinds  of  transportation  and  transmis- 
sion services  that  are  required  to  get  these  goods  to  the  border,  and 
that  make  up  an  inherent  and  significant  portion  of  their  border 
price. 

CHAPTER  fourteen:  SERVICES 

The  Agreement  covers  a  broad  range  of  services  including  insur- 
ance, construction  services,  real  estate  services,  mining  and  metal 
services,  and  agricultural  and  forestry  services.  In  addition,  the 
Agreement  covers  financial  services  and  investment.  The  negotia- 
tions on  the  general  services  agreement  were  conducted  separately 
from  the  negotiations  on  financial  services  and  investment. 

United  States-Canadian  bilateral  trade  in  services  has  been  grow- 
ing steadily.  United  States-Canadian  total  bilateral  trade  in  serv- 
ices reached  $11  billion  in  1986,  with  the  United  States  achieving  a 
$2.3  billion  surplus  in  services  trade  in  that  year.  For  1987,  the 
U.S.  services  surplus  rose  still  higher  to  $4  billion. 

The  services  negotiations  had  two  goals:  to  establish  rules  to 
guide  future  government  policy  concerning  the  provision  of  covered 
services  by  United  States  or  Canadian  nationals,  and  to  rollback 
existing  barriers  to  trade  in  certain  covered  services  sectors. 

The  Agreement's  greatest  accomplishment  in  the  services  area  is 
that  it  imposes  a  standstill  which  commits  both  countries  not  to 
impose  any  new  regulations  or  laws  that  discriminate  against  serv- 
ices provided  by  United  States  and  Canadian  interests  in  either 
country.  No  existing  law  or  regulation,  or  amendment  thereto  or 
extension  thereof,  is  required  to  be  changed  in  any  way  by  the 
Agreement.  Instead,  the  Agreement  only  commits  the  two  coun- 
tries to  seek  to  negotiate  the  removal  or  modification  of  existing 
laws  or  regulations  that  discriminate  against  United  States  and  Ca- 
nadian service  providers. 

The  Agreement  sets  out  obligations  that  both  the  United  States 
and  Canada  must  comply  with  in  the  services  area: 

National  treatment,  to  prohibit  discrimination  against  foreign 
service  providers; 

Right  of  Establishment,  to  guarantee  appropriate  market  access; 
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Licensing  and  Certification  procedures  that  are  designed  to 
eliminate  any  differential  treatment  of  either  United  States  or  Ca- 
nadian parties  for  purposes  of  licensing  and  certification. 

Prospective  rollback  of  existing  restrictions  that  have  been 
grandfathered  by  the  Agreement. 

The  Agreement  raises  a  unique  and  important  issue  regarding 
insurance.  Although  the  Agreement  does  not  require  either  the 
United  States  or  Canada  to  change  existing  laws  or  regulations  af- 
fecting insurance  and  other  services,  the  Agreement  does  require 
each  country  to  prohibit  the  introduction  of  new  laws  or  regula- 
tions that  would  treat  the  providers  of  insurance  services  of  the 
other  country  differently  than  domestic  providers. 

In  the  United  States  where  insurance  is  regulated  at  the  state 
level,  such  as  prohibition  against  unequal  treatment  can  only  be 
accomplished  through  a  preemptive  federal  statute  applying  to  all 
the  states.  As  a  result,  section  101  of  the  implementing  legislation 
clearly  states  that  the  provisions  of  the  Agreement  prevail  over 
any  conflicting  state  law,  including  any  state  law  regulating  or 
taxing  the  business  of  insurance. 

CHAPTER  sixteen:  INVESTMENT 

Summary  ofFTA  Provisions 

Chapter  Sixteen  of  the  Agreement  provides  that  future  legisla- 
tion and  regulations  in  both  countries  must  accord  investors  of  the 
other  country  treatment  that  is  no  less  favorable  than  the  most  fa- 
vorable treatment  it  accords  in  like  circumstances  to  domestic  in- 
vestors, under  the  principle  of  ''national  treatment."  This  provision 
applies  to  state,  local  and  provincial  governments.  Most  existing  in- 
vestment legislation  is  "grandfathered,"  including  Canadian  re- 
strictions on  foreign  investment  in  the  communications  and  energy 
fields. 

Major  disputes  have  arisen  because  of  Canadian  regulation  of 
U.S.  direct  investment.  Canada's  strict  investment  policy  has  re- 
sulted from  the  imbalance  in  the  level  of  bilateral  investment  and 
Canadian  concern  about  the  influx  of  foreign  direct  investment 
that  occurred  in  the  1950's  and  1960's.  In  the  early  1970's,  about 
three-fifths  of  the  manufacturing  and  mining  industries  and  three- 
quarters  of  the  petroleum  industry  in  Canada  were  foreign-owned, 
principally  by  U.S.  firms.  The  value  of  U.S.  direct  investment  in 
Canada  was  about  ten  times  the  value  of  Canadian  direct  invest- 
ment in  the  United  States. 

These  figures  have  changed  drastically  in  recent  years.  From 
1982  through  1986,  Canadian  direct  investment  in  the  United 
States  grew  by  56.4  percent,  while  United  States  investment  in 
Canada  expanded  by  only  15.3  percent.  Most  of  the  Canadian 
growth  was  in  other  private  investment,  including  banking,  fi- 
nance, and  real  estate,  which  almost  doubled  to  US$10  billion  at 
the  end  of  1986.  On  the  other  hand,  most  U.S.  growth  was  in  in- 
vestment in  Canadian  manufacturing. 

The  Agreement  deals  with  investment  issues  in  the  same  way  it 
handles  services  issues.  All  existing  restrictions  affecting  foreign 
investment  are  grandfathered,  whereas  future  laws  and  regulations 
must  treat  both  United  States  and  Canadian  investment  in  a  com- 
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parable  way.  The  Agreement  covers  only  direct  investment  (i.e.,  in- 
vestment in  goods  producing  activities  and  services  activities);  how- 
ever, both  transportation  services  and  cultural  industries  (e.g.,  pub- 
lishing firms  and  film  production)  are  excluded  from  coverage 
under  the  Agreement. 

The  Agreement  commits  both  countries  to  provide  equal  treat- 
ment in  the  future  investment  policies  for  U.S.  and  Candian  invest- 
ment for  the  purpose  of  establishing  a  new  business,  operating  a 
business,  and  acquiring  or  selling  a  business,  subject  to  the  Agree- 
ment. Canada  will  still  be  able  to  screen  direct  investment  under 
its  Investment  Canada  Act.  Screening  of  indirect  investment  (e.g., 
investment  in  stock  equities)  is  to  be  phased  out  over  three  years. 
Additionally,  the  threshold  for  screnning  direct  investment  will  be 
increased  from  its  present  level,  C$5  million,  to  C$150  million  by 
1992. 

The  Agreement  strictly  prohibits  either  the  United  States  or 
Canada  from  imposing  performance  requirements,  such  as  domestic 
content  and  import  substitution,  on  investment  that  affects  trade 
with  the  other  country.  And,  the  investment  provisions  are  subject 
to  the  general  dispute  settlement  provision  of  the  Agreement, 
which  is  binding,  except  as  it  may  relate  to  transportation  and  cul- 
tural industries. 

The  retention  of  the  screening  privilege  by  Investment  Canada 
means  that  conditions  similar  to  those  facing  U.S.  energy  compa- 
nies in  1980-81  may  exist  in  Canada.  Canadian  companies  can 
luanch  hostile  takeovers  of  U.S.  companies  and  be  protected 
against  a  counteroffensive  from  the  U.S.  targeted  company  because 
the  Agreement  permits  Canada  to  defend  its  firm  by  continuing  to 
screen  investment. 

Given  our  country's  historical  leadership  in  the  effort  to  reduce 
international  investment  barriers,  the  Committee  is  disappointed 
that  the  Administration  was  not  more  successful  in  getting  Canada 
to  eliminate  its  very  restrictive  policies  for  the  screening,  review 
and  approval  of  foreign  direct  investment.  The  U.S.,  on  the  other 
hand,  currently  restricts  foreign  direct  investment  only  for  reasons 
of  national  security. 

There  is  no  restrictive  policy  in  the  United  States  that  corre- 
sponds with  the  broader  policy  that  continues  to  exist  under  the 
Agreement  in  Canada — and  none,  to  our  knowledge,  is  under  con- 
sideration. That  disparity  is  important  because  it  places  this  coun- 
try at  a  competitive  disadvantage  vis-a-vis  Canada.  The  objective 
should  be  to  open  our  borders  fully,  not  continue  such  restrictive 
policies. 

Furthermore,  the  Agreement  does  not  ban  many  performance  re- 
quirements, such  as  technology  transfer  and  licensing  require- 
ments, which  Canada  can  still  require  of  U.S.  firms  seeking  to 
make  direct  investments  in  Canada.  The  continuation  of  such  re- 
quirements will  distort  trade  and  employment  patterns  in  North 
America.  We  are  asking  our  General  Agreement  on  Tariffs  and 
Trade  (GATT)  partners  to  eliminate  these  practices  through  our 
multilateral  negotiations.  Developing  countries  will  likely  view  our 
position  in  the  Canadian  Free  Trade  Agreement  to  be  inconsistent 
with  our  position  at  the  GATT  level. 


17 

Finally,  the  Agreement  would  leave  unchanged  Canadian  author- 
ity under  which  foreign  investors  may  be  forced  to  divest  them- 
selves of  Canadian  publishing  or  film  distribution  firms  that  are  ac- 
quired either  through  direct  or  indirect  means.  Here  again,  the 
United  States  is  accepting  a  Canadian  practice  that  contradicts  the 
position  we  have  taken  internationally.  These  divestitures  can 
occur  with  only  a  guarantee  that  foreign  investors  be  paid  a  ''fair 
price",  and  they  are  not  restricted  to  the  "public  purpose"  standard 
we  have  advocated  in  other  agreements.  In  this  case  like  the  case 
of  performance  requirements  we  are  sending  a  message  that 
Canada  is  an  exception  to  principals  we  have  asked  developing  na- 
tions and  our  GATT  partners  to  accept. 

There  is  a  Canadian  divestiture  case  taking  place  right  now.  Two 
years  ago,  Canada  rules  that  Gulf  and  Western  could  temporarily 
retain  its  acquisition  of  the  publishing  firm  of  Prentice  Hall  of 
Canada  because  that  purchase  had  been  started  before  Canada's 
policy  of  no  foreign  ownership  of  ''cultural  industries"  (publishing 
and  film  distributors)  was  announced.  But,  the  Canadian  Govern- 
ment said  Gulf  and  Western  would  have  to  divest  itself  of  a  text- 
book publishing  company,  Ginn,  which  was  a  subsidiary  of  Pren- 
tice-Hall within  the  next  two  years.  The  2  years  are  now  up  and 
Gulf  says  it  has  been  unable  to  find  an  acceptable  buyer.  As  a 
result,  Canada  has  announced  that  it  plans  to  expropriate  Ginn. 
Negotiations  between  the  Canadian  government  and  Gulf  and 
Western  are  continuing. 

Actions  Required  or  Appropriate  To  Implement  the  FTA 

The  Statement  of  Administrative  Action  states  that  Chapter  Six- 
teen does  not  affect  existing  U.S.  laws  or  other  measures,  and 
therefore,  no  regulatory  or  legislative  changes  are  required.  The 
Statement  clarifies  that  provisions  of  existing  law  that  might  other- 
wise raise  questions  of  compliance,  such  as  provisions  of  the 
Atomic  Energy  Act  preventing  the  issuance  of  licenses  to  foreign 
corporations,  are  "grandfathered"  by  Article  1607. 

As  noted  in  the  Statement  of  Administrative  Action,  the  oil,  gas 
and  uranium  industries  are  exempt  from  required  amendments  of 
the  investment  Canada  Act,  and  will  be  subject  to  the  policies  de- 
scribed in  an  exchange  of  letters.  As  stated  by  the  Administration 
(letter  of  May  27,  1988  from  Clayton  Yeutter  to  John  D.  Dingell), 
"[t]hese  letters  do  not  constitute  U.S.  "approval"  of  Canadian  in- 
vestment restrictions  in  this  or  any  other  area." 

The  implementing  bill  in  subsection  304(a)  authorizes  the  Presi- 
dent to  negotiate  an  agreement  with  Canada  on  the  liberalization 
of  investment  rules.  Subsection  304(b)(2)  establishes  the  objectives 
of  future  negotiations  on  such  liberalization,  including,  inter  alia, 
the  extension  of  principles  of  the  Agreement  to  energy  and  cultural 
industries,  to  the  extent  they  are  not  currently  covered  by  the 
Agreement.  The  Committee  intends  this  provision  to  be  pursued 
vigorously  to  provide  a  level  playing  field  in  the  investment  field 
between  the  U.S.  and  Canada.  The  Committee  also  expects  to  be 
consulted  regarding  negotiations  with  Canada  on  these  matters  in 
accordance  with  the  principles  of  "fast  track"  consideration  under 
section  102(e)  of  the  implementing  bill. 
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CHAPTER  seventeen:  FINANCIAL  SERVICES 

Summary  of  FTA  Provisions 

Chapter  Seventeen  of  the  Agreement  covers  current  and  future 
laws,  regulations,  and  practices  concerning  financial  institutions  in 
both  countries.  It  removes  most  existing  barriers  to  U.S.  financial 
institutions  operating  in  Canada.  Canadian  financial  institutions 
are  guaranteed  the  open  access  they  currently  enjoy  under  existing 
U.S.  law,  and  will  benefit  in  the  future  from  being  accorded  treat- 
ment no  less  favorable  than  that  accorded  on  October  4,  1987,  in 
their  ability  to  establish  and  operate  outside  Canada.  (Financial  in- 
stitutions include  commercial  banks,  investment  banks,  trust  and 
loan /savings  and  loan  institutions,  and  certain  activities  of  insur- 
ance companies.) 

The  United  States  and  Canada  have  had  substantial  trade  in  fi- 
nancial services.  For  example,  at  the  end  of  1985,  Canadian  bank 
assets  in  the  United  States  totalled  about  US$40  billion;  there  were 
also  seventeen  subsidiaries  of  U.S.  banks  and  four  representative 
offices  in  Canada  with  total  assets  of  about  C$11.8  billion.  In  addi- 
tion, there  are  19  Canadian  firms  or  subsidiaries  that  are  members 
of  U.S.  stock  exchanges;  four  U.S.  firms  are  currently  registered 
with  the  Ontario  Securities  Commission,  and  several  other  U.S. 
firms  own  a  minority  stake  in  Canadian  securities  dealers. 

In  recent  years,  substantial  deregulation  of  the  Canadian  finan- 
cial market  has  occurred.  There  has  already  been  a  significant  in- 
tegration of  the  Canadian  banking  and  securities  industry.  The  five 
leading  banks  have  acquired  holdings  in  securities  firms;  foreign 
banks  also  have  increased  their  participation  in  those  firms  subject 
to  prescribed  limits. 

In  most  respects,  the  financial  services  part  of  the  agreement 
continues  the  trend  towards  deregulation  in  financial  markets  that 
both  governments  have  pursued.  Both  governments  commit  to  lib- 
eralize their  financial  markets,  to  extend  the  resulting  benefits  to 
the  firms  of  the  other  country,  and  to  establish  a  consultative 
mechanism  to  oversee  the  liberalization.  As  with  the  entire  finan- 
cial services  pact,  the  consultative  mechansim  is  not  subject  to  the 
dispute  settlement  provisions  of  the  Free  Trade  Agreement,  and  is 
to  be  administered  by  the  U.S.  Treasury  and  the  Canadian  Depart- 
ment of  Finance.  There  are  no  provisions  regarding  financial  serv- 
ices regulatory  policies  at  the  state  or  provincial  level,  as  there  are 
under  the  other  services  portion  of  th<j  Agreement. 

In  summary,  the  Agreement  will  free  U.S.-owned  banks  and 
other  financial  institutions  operating  in  Canada  from  most  of  the 
current  restrictions  on  market  share,  asset  growth,  and  capital  ex- 
pansion imposed  against  foreign  firms.  U.S.  commercial  bank  sub- 
sidiaries will  no  longer  be  subject  to  the  16  percent  ceiling  set  by 
the  Bank  Act  on  the  foreign  bank  share  of  the  total  domestic  assets 
of  all  banks  in  Canada,  and  restrictions  on  the  establishment  of 
branches  by  certain  U.S.-owned  banks  will  be  removed.  National 
treatment  will  be  accorded  to  new  applications  from  U.S.  commer- 
cial banks  to  enter  the  Canadian  market.  In  addition,  the  so-called 
"10/25  rule,"  which  had  limited  total  foreign  participation  in  the 
largest  Canadian  banks  to  25  percent,  will  be  dropped  for  U.S.  na- 
tionals or  firms.  However,  the  10  percent  ceiling  for  individual 
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holdings  regardless  of  nationality  will  still  remain,  for  these  banks. 
Ownership  restrictions  are  also  being  eliminated  for  insurance, 
trust,  and  loan  companies,  allowing  U.S.  firms  to  diversify  by  es- 
tablishing or  acquiring  federally  regulated  insurance  and  trust 
companies. 

The  Agreement  protects  the  right  of  Canadian  banks  to  retain 
the  multi-state  branches  grandfathered  under  the  International 
Banking  Act  of  1978.  The  Agreement  also  provides  national  treat- 
ment for  Canadian  financial  institutions  under  prospective  amend- 
ments to  the  Glass-Steagall  Act. 

Further,  the  Agreement  states  that  both  parties  agree  to  seek 
further  unspecified  liberalization  of  their  markets  and  to  extend 
the  benefits  to  the  other  side.  The  Committee  has  an  interest  in, 
and  expects  to  be  informed  about  what  such  possible  liberalization 
will  entail. 

Action  Required  or  Appropriate  to  Implement  FTA 

Article  1702  of  the  Agreement  is  implemented  by  section  308  or 
H.R.  5090,  which  amends  section  16  of  the  Banking  Act  of  1933  by 
adding  a  provision  that  would  allow  U.S.  and  foreign  banks  in  the 
U.S.  to  underwrite  and  deal  in  Canadian-backed  debt  securities  to 
thes  same  extent  allowed  for  dealings  in  U.S.-backed  securities. 
The  Statement  of  Administrative  Action  states  that  the  Comptrol- 
ler of  the  Currency's  Investment  Securities  Regulation  (12  C.F.R. 
Part  1)  with  be  amended  to  reflect  this  statutory  change. 

The  Statement  of  Administrative  Action  further  states  that  the 
Agreement  does  not  accord  independent  legal  authority  for  bank- 
ing organizations  to  provide  insurance  services.  The  Committee  in- 
tends that  the  term  "banking  organization"  includes  any  bank 
holding  company,  any  bank  chartered  under  federal  or  state  law, 
any  foreign  bank,  or  any  branch,  subsidiary  or  affiliate  of  any  such 
bank  or  company.  In  the  view  of  the  Committee,  nothing  in  the 
Agreement,  implementing  legislation,  or  Statement  of  Administra- 
tive Action  provides  any  independent  legal  authority  for  banking 
institutions  to  underwrite  or  deal  in  securities  other  than  Canadian 
government-backed  debt  securities. 

CHAPTER  eighteen:  INSTITUTIONAL  PROVISIONS 

Under  the  Agreement,  disputes  which  arise  under  both  the  Free 
Trade  Agreement  and  the  GATT,  as  well  as  agreements  negotiated 
under  the  GATT,  (except  disputes  under  the  Free  Trade  Agreement 
involving  financial  services  and  antidumping  and  countervailing 
duty  cases)  may  be  settled  by  the  binational  commission  estab- 
lished by  the  Free  Trade  Agreement  or  under  the  GATT  dispute 
resolution  process. 

The  binational  commission  would  be  headed  by  the  cabinet-level 
trade  officers  of  the  two  countries.  Representatives  of  both  coun- 
tries would  be  on  the  Commission.  Provision  is  made  that  the  Com- 
mission should  meet  at  least  annually,  as  well  for  notification  and 
consultations  of  the  parties. 

If  consultations  fail  to  resolve  disputes,  provision  is  made  that 
either  party  may  request  a  formal  meeting  of  the  Commission.  If  a 
dispute  still  cannot  be  resolved,  provision  is  made  for  submitting 
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the  matter  to  binding  arbitration.  If  either  party  fails  to  implement 
findings  of  a  binding  arbitration  panel,  the  other  party  is  free  to 
suspend  the  application  of  equivalent  benefits  of  the  Agreement  to 
the  other  party. 

CHAPTER  twenty:  OTHER  PROVISIONS 

Summary  of  FTA  Provisions 

Chapter  Twenty  of  the  Agreement  contains  a  number  of  miscel- 
laneous provisions  including  provisions  on  cultural  industries,  copy- 
right protection  for  broadcast  signals,  and  monopolies.  Article  2004 
states  that  the  Parties  shall  cooperate  in  the  Uruguay  Round  of 
multilateral  trade  negotiations  to  improve  protection  of  intellectual 
property.  Article  2005  generally  exempts  cultural  industries  from 
the  terms  of  the  Agreement.  However,  it  allows  measures  of  equiv- 
alent commerical  effect  in  response  to  actions  otherwise  inconsist- 
ent with  the  Agreement.  It  is  assumed  that  such  measures  would 
be  appropriate  to  allow  the  U.S.  to  retaliate  against  Canadian  sub- 
sidies or  other  forms  of  assistance  to  Canadian  cultural  industries. 

The  Motion  Picture  Association  has  encountered  significant  prob- 
lems in  receiving  authority  to  distribute  films  in  Canada.  First, 
Canada's  Minister  of  Communications  and  Culture  announced  last 
year  that  Canada  would  implement  legislation  to  restrict  the  distri- 
bution of  American  movies,  television  and  home  video  material  in 
Canada.  Although  this  threat  has  not  yet  been  carried  out,  Canada 
has  denied  the  Walt  Disney  Company  the  right  to  establish  a  distri- 
bution office  in  Canada.  The  status  of  Twentieth  Century  Fox's  dis- 
tribution office  is  also  being  reviewed. 

Furthermore,  at  Canada's  insistence,  film,  television  and  home 
video  were  not  covered  by  the  Free  Trade  Agreement — they  were 
included  under  the  Agreement's  exemption  of  "cultural  indus- 
tries". As  a  result,  the  U.S.  film  industry  has  been  trying  to  work 
out  a  solution  to  its  problem  outside  the  Agreement. 

So  far,  this  effort  has  failed.  Canada  is  trying  to  force  the  U.S. 
industry  to  distribute  its  films  and  videos  through  Canadian  dis- 
tributors so  that  Canadian,  rather  than  American  films  can  be  pro- 
moted. Under  this  requirement,  U.S.  distributors  would  be  required 
to  obtain  a  license  before  they  could  distribute  films  in  Canada.  Of 
all  the  other  free  world  countries  that  U.S.  films  are  distributed  in, 
only  Switzerland  has  a  licensing  requirement  like  Canada  wants  to 
impose. 

The  Motion  Picture  Association  of  America  (MPAA)  believes  it  is 
important  to  resist  Canada's  licensing  proposal,  not  only  because  of 
the  importance  of  Canada's  market,  but  also  because  of  the  prece- 
dent it  would  set  for  other  markets  where  MPAA  is  fighting  such 
proposals.  MPAA  points  out  that  38  percent  of  all  U.S.  film,  televi- 
sion and  home  video  revenues  come  from  foreign  markets.  Annual- 
ly, the  U.S.  film  industry  cannot  survive  if  restrictive  practices, 
like  Canada  is  proposing,  begin  to  be  applied. 

The  United  States  was  not  successful  in  its  efforts  on  behalf  of 
the  U.S.  film  industry.  The  implementing  legislation,  however,  con- 
tains negotiating  objectives  regarding  intellectual  property  which 
may  result  in  future  agreements  dealing  with  the  film  industry's 
problems. 
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Article  2006  provides  for  copyright  protection  for  broadcast  sig- 
nals used  by  cable  systems  for  rebroadcast  in  areas  where  these  sig- 
nals would  not  otherwise  be  received.  This  will  provide  that  owners 
of  U.S.  television  programs  should  be  compensated  for  retransmis- 
sion of  their  programs  in  Canada.  Canada  retains  the  right  to 
maintain  Canadian  content  consistent  with  the  "public  good '  (e.g., 
restrictions  on  alcohol  advertising).  A  joint  advisory  commission 
will  be  established  to  address  other  outstanding  retransmission 
rights.  It  is  expected  that  the  commission  will  seek  to  further  pro- 
tect the  retransmission  rights  of  U.S.  broadcasters. 

Article  2010  permits  both  countries  to  retain  or  designate  a  mo- 
nopoly provided  it  does  not  detrimentally  affect  the  benefits  of  the 
Agreement.  It  also  prohibits  monopolies  from  anticompetitive  prac- 
tices such  as  cross  subsidization,  and  predatory  practices  in  the 
other  country's  market.  It  is  expected  that  this  provision  will 
ensure  greater  market  access  in  Canada  for  telecommunications 
hardware. 

MISCELLANEOUS  PROVISIONS 

Government  Procurement 

The  Committee  notes,  with  regret,  that  the  Agreement  does  not 
require  the  Government  of  Canada  to  change  its  preferential  pro- 
curement policy  for  telecommunications  equipment. 

Under  this  policy,  the  Government  of  Canada  purchases  telecom- 
munications equipment  for  its  government-owned  telecommunica- 
tions system,  from  Northern  Telecom,  a  Canadian-owned  company, 
rather  than  putting  its  equipment  needs  out  for  competitive  bid.  As 
a  result,  U.S.-owned  telecommunications  manufacturers  are  denied 
a  real  opprtunity  to  compete  for  this  business. 

The  Committee  regrets  that  U.S.-owned  manufacturers  face  this 
competitive  disadvantage.  It  is  our  hope  than  an  agreement  can  be 
reached  in  the  future  which  will  give  U.S.  telecommunications 
firms  greater  access  to  the  Canadian  market. 

Hearings 

The  Committee's  Subcommittee  on  Energy  and  Power  held  two 
days  of  hearings  on  provisions  of  the  United  States-Canada  Free 
Trade  Agreement  on  March  1  and  9,  1988.  At  the  first  hearing  tes- 
timony was  received  from  seven  witnesses,  representing  the  oil  and 
natural  gas  industries.  At  the  second  hearing  testimony  was  re- 
ceived from  the  Honorable  William  F.  Martin,  Deputy  Secretary, 
U.S.  Department  of  Energy;  the  Honorable  Alan  Holmer,  Deputy 
U.S.  Trade  Representative  (accompanied  by  Mr.  Robert  A.  Rein- 
stein);  and  three  representatives  of  state  government,  power  com- 
panies, and  energy  producers. 

The  Subcommittee  on  Commerce,  Consumer  Protection,  and 
Competitiveness  held  three  days  of  hearings  on  Provisions  of  the 
U.S.-Canada  Free  Trade  Agreement  on  February  23,  March  22,  and 
April  26,  1988.  At  the  first  hearing  testimony  was  received  from 
the  Honorable  Bruce  Smart,  Under  Secretary  for  International 
Trade,  Department  of  Commerce;  the  Honorable  Alan  Holmer, 
Deputy  U.S.  Trade  Representative;  the  Honorable  Alexander  B. 
Trowbridge,  President,  National  Association  of  Manufacturers;  and 
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eight  representatives  of  business  and  industry,  economists,  and 
trade  associations.  At  the  second  hearing  testimony  was  received 
from  three  representatives  of  the  Departments  of  Commerce  and 
Treasury;  Mr.  Robert  D.  Hormats,  Goldman  Sachs  International, 
Inc.,  New  York  City;  and  from  three  representatives  of  industry 
and  public  policy  research.  At  the  third  hearing  testimony  was  re- 
ceived from  representatives  of  the  Office  of  the  U.S.  Trade  Repre- 
sentative; labor  unions,  manufacturers,  and  motion  picture  distrib- 
utors. 

Committee  Consideration 

H.R.  5090  was  referred  jointly  to  the  Committee  on  Ways  and 
Means;  Agriculture;  Banking,  Finance  and  Urban  Affairs;  Energy 
and  Commerce;  Foreign  Affairs;  Government  Operations;  Interior 
and  Insular  Affairs  and  Judiciary.  On  August  2,  1988,  the  Commit- 
tee on  Energy  and  Commerce  met  in  open  session  and  ordered  re- 
ported the  bill  H.R.  5090  without  amendment  by  voice  vote,  a 
quorum  being  present. 

Committee  Oversight  Findings 

Pursuant  to  clause  2(1)(3)(A)  of  rule  XI  of  the  Rules  of  the  House 
of  Representatives,  no  oversight  findings  or  recommendations  have 
been  made  by  the  Committee. 

Committee  on  Government  Operations 

Pursuant  to  clause  2(1)(3)(D)  of  rule  XI  of  the  Rules  of  the  House 
of  Representatives,  no  oversight  findings  have  been  submitted  to 
the  Committee  by  the  Committee  on  Government  Operations. 

Committee  Cost  Estimate 

In  compliance  with  clause  7(a)  of  rule  XIII  of  the  Rules  of  the 
House  of  Representatives,  the  Committee  believes  that  the  bill  will 
result  in  a  net  increase  in  the  deficit  of  $103,000,000;  $224,000,000; 
$309,000,000;  $427,000,000;  and  $552,000,000  for  fiscal  years  1989- 
1993,  respectively. 

Congressional  Budget  Office  Estimate 

U.S.  Congress, 
Congressional  Budget  Office, 
Washington,  DC,  August  3,  1988. 
Hon.  John  D.  Dingell, 

Chairman,  Committee  on  Energy  and  Commerce, 
House  of  Representatives,  Washington,  DC 

Dear  Mr.  Chairman:  The  Congressional  Budget  Office  has  re- 
viewed H.R.  5090,  the  United  States-Canada  Free-Trade  Agreement 
Implementation  Act  of  1988.  The  attached  table  represents  the  esti- 
mated budget  impact  of  the  bill,  as  ordered  reported  by  the  House 
Committee  on  Energy  and  Commerce,  August  2,  1988. 
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If  you  wish  further  details  on  this  estimate,  we  will  be  pleased  to 
provide  them.  The  CBO  staff  contact  is  Douglas  Criscitello,  who  can 
be  reached  at  226-2850. 
Sincerely, 

James  L.  Blum, 
Acting  Director. 


ESTIMATED  COSTS  TO  THE  FEDERAL  GOVERNMENT  TO  IMPLEMENT  THE  UNITED  STATES-CANADA 
FREE-TRADE  AGREEMENT-H.R.  5090  AS  ORDERED  REPORTED  BY  THE  HOUSE  COMMIHEE  ON 
ENERGY  AND  COMMERCE,  AUG.  2, 1988 

[By  fiscal  year,  in  millions  of  dollars] 

1989         1990         1991         1992         1993 

NET  REVENUE  EFFECTS 

Estimated  revenues -97     -198     -303     -421     -546 

DIRECT  SPENDING 

Commodity  Credit  Corporation: 

Estimated  budget  authority 2  2  3  4           4 

Estimated  outlays 2  2  3  4           4 

Customs  user  fees: 

Estimated  budget  authority 22  1 

Estimated  outlays 22  1  

Total  direct  spending: 

Estimated  budget  authority 2  24  4  4           4 

Estimated  outlays 2  24  4  4           4 

AUTHORIZATIONS 

U.S.  Secretariat: 

Estimated  authorization  Level 11111 

Estimated  outlays 11111 

Binational  panels  and  committees: 

Estimated  authorization  Level  ^ 2 

Estimated  outlays 2 

Other  costs: 

Estimated  authorization  Level 11111 

Estimated  outlays 11111 

Total  authorizatiaons: 

Estimated  authorization  Level 4           2           2           2           2 

Estimated  outlays 4           2           2           2           2 

Net  increase  in  the  deficit 103        224        309        427        552 

>  Costs  of  about  $2  million  a  year  for  binational  panels  and  committees  would  be  expected  to  continue  in  years  after  1989,  but  the  bill  only 
authorizes  appropriations  for  fiscal  year  1989. 


Inflationary  Impact  Statement 

Pursuant  to  clause  2(1)(4)  of  rule  XI  of  the  Rules  of  the  House  of 
Representatives,  the  Committee  makes  the  following  statement 
with  regard  to  the  inflationary  impact  of  the  reported  bill: 

The  Committee  believes  that  H.R.  5090  will  have  no  inflationary 
impact. 

Section-by-Section  Analysis 
Sec.  1— Short  Title  and  Table  of  Contents 

Section  1  provides  that  this  Act  may  be  referred  to  as  the 
"United  States-Canada  Free-Trade  Agreement  Implementation  Act 
of  1988." 
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Sec.  2 — Purposes 

Section  2  identifies  the  purposes  of  this  Act,  which  include: 

(1)  to  approve  and  implement  the  Free-Trade  Agreement  be- 
tween the  United  States  and  Canada  negotiated  under  the  au- 
thority of  section  102  of  the  Trade  Act  of  1974; 

(2)  to  strengthen  and  develop  economic  relations  between  the 
United  States  and  Canada  for  their  mutual  benefit; 

(3)  to  establish  a  free-trade  area  between  the  two  nations 
through  the  reduction  and  elimination  of  barriers  to  trade  in 
goods  and  services  and  to  investment;  and 

(4)  to  lay  the  foundation  for  further  cooperation  to  expand 
and  enhance  the  benefits  of  such  Agreement. 

TITLE    I — APPROVAL    OF    UNITED    STATES-CANADA    FREE-TRADE    AGREE- 
MENT AND  RELATIONSHIP  OF  AGREEMENT  TO  UNITED  STATES  LAW 

Sec.  101 — Approval  of  United  States-Canada  Free-Trade  Agreement 

Section  101  provides  that  the  Congress  approves  the  United 
States-Canada  Free-Trade  Agreement,  accompanying  side  letters 
exchanged  between  the  two  countries,  and  the  statement  of  admin- 
istrative action.  In  addition,  it  authorizes  the  President  to  enter  the 
Agreement  into  force,  on  or  after  January  1,  1989,  by  an  exchange 
of  letters  with  the  Government  of  Canada,  when  he  determines 
that  Canada  has  taken  measures  necessary  to  comply  with  the  obli- 
gations of  the  Agreement.  Finally,  it  provides  that  the  U.S.  Trade 
Representative  shall  submit  a  report  to  Congress,  within  60  days 
after  the  date  of  enactment  (but  not  later  than  December  15,  1988), 
identifying  Canadian  practices  that  are  not  in  conformity  with  the 
Agreement  and  that  require  a  change  of  Canadian  law,  regulation, 
policy  or  practice  to  bring  Canada  in  compliance  with  the  Agree- 
ment. 

Sec.  102 — Relationship  of  the  Agreement  to  United  States  Law 

Section  102  provides  that  federal  law  shall  prevail  over  the 
Agreement;  but  that  the  Agreement  shall  prevail  over  conflicting 
state  and  local  law,  including  any  state  law  regulating  or  taxing 
the  business  of  insurance.  This  provision  makes  clear  that  the  re- 
quirements of  the  Agreement  shall  preempt  future  state  laws  regu- 
lating or  taxing  the  business  of  insurance.  This  federal  preemption 
authority  is  necessary  because  the  business  of  insurance  is  regulat- 
ed at  the  state,  not  the  federal,  level.  If  it  were  not  for  this  preemp- 
tive authority,  the  United  State  could  not  ensure  that  its  obliga- 
tions, under  the  Agreement,  to  prohibit  discriminatory  treatment 
of  Canadian  insurance  firms  in  the  future  would  be  fulfilled. 

Section  102(c)  of  the  implementing  bill  bars  private  causes  of 
action  or  defenses  based  on  the  Agreement.  The  Statement  of  Ad- 
ministrative Action  further  specifies  that  this  provision  also  pre- 
cludes a  private  right  of  action  attempting  to  preclude  or  modify 
Federal  action  under  statutes — such  as  the  Natural  Gas  Act,  for  ex- 
ample— which  have  general  discretionary  ''public  interest"  or 
''public  convenience"  standards. 

Thus,  a  private  litigant  could  not  challenge  a  pipeline  certificate 
application,  for  example,  on  the  grounds  that  (1)  it  violates  the 
Agreement,  (2)  the  Agreement  has  the  force  of  law  and  thus  the 
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application  violates  the  law,  (3)  therefore  the  application  does  not 
satisfy  the  "public  convenience  and  necessity,"  and  (4)  therefore  it 
violates  the  Natural  Gas  Act  and  must  be  denied. 

However,  as  the  Statement  of  Administrative  Action  also  notes, 
this  provision  does  not  preclude  ''any  agency"  from  considering  or 
entertaining  argument  on  whether  its  action  or  its  proposed  action 
is  consistent  with  the  Free  Trade  Agreement. 

For  several  reasons,  the  Committee  intends  that  agencies  such  as 
the  FERC,  the  DOE,  and  the  Departments  of  Commerce  and  Trans- 
portation give  a  liberal  construction  to  this  provision  of  the  State- 
ment: 
— The  Agreement  does  have  the  force  of  law,  and  allegations  of 

violations  deserve  careful  consideration. 
— As  previously  noted,  violations  can  be  covert  or  subtle  as  well 
as  explicit,  and  the  views  and  analysis  of  private  litigants  may 
be  essential  for  a  reasoned  determination  by  the  agency  on 
whether  or  not  its  approval  or  decision  violates  the  Agreement. 
— Federal  and  state  agencies— unlike  private  parties — are  bound 
to  uphold  the  Agreement,  on  the  basis  of  a  fair  and  full  record. 
— Independently  of  section  102(c)  of  the  implementing  bill,  other 
Federal  judicial  review  statutes  which  are  not  altered  or  affect- 
ed by  this  measure  do  prohibit  FERC  or  ERA  decisions  that 
violate  the   Agreement.   See,   for   example,   5   U.S.C.   section 
706(a)(A):  "The  reviewing  court  shall  *  *  *  hold  unlawful  and 
set  aside  agency  action,  findings  and  conclusions  found  to  be — 
(A)  arbitrary,  capricious,  and  abuse  of  discretion,  or  otherwise 
not  in  accordance  with  law  *  *  *." 
In  sum,  FERC  and  ERA  should  be  as  ready  to  "consider  and  en- 
tertain argument"  on  claimed  violations  of  the  Agreement  as  on 
other  legal  matters.  See  also  5  U.S.C.  553(e),  requiring  all  agencies 
to  give  rights  of  petition  to  any  interested  person. 

Section  102(d)  provides  that  to  the  extent  possible,  federal  regula- 
tions necessary  to  implement  obligations  under  the  Agreement  are 
to  be  developed  and  promulgated  within  one  year. 

This  section  provides  also  that  the  President  has  30  months  after 
the  month  in  which  the  Agreement  takes  effect  to  submit  legisla- 
tion under  the  "fast-track"  procedure  making  any  change  in  feder- 
al law  determined  to  be  needed  to  enable  the  U.S.  to  fully  imple- 
ment its  obligations  under  the  Agreement. 

Sec.  103 — Consultation  and  Lay-over  Requirements  for,  and  Effec- 
tive Date  of  Proclaimed  Actions 

Section  103  sets  out  conditions,  including  layover  requirements, 
under  which  the  President  may  utilize  authority  in  this  Act  to  im- 
plement actions  by  proclamation. 

Sec.  104 — Harmonized  System 

Section  104  provides  for  the  United  States  to  implement  the  no- 
menclature system  established  under  the  International  Convention 
on  the  Harmonized  Commodity  Description  and  Coding  System. 

Sec.  105 — Implementing  Actions  in  Anticipation  of  Entry  into  Force 

Section  105  allows  the  President  and  agencies  of  the  Government 
to  proclaim  and  issue  necessary  actions  and  regulations  to  ensure 
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implementation  of  the  Agreement  on  the  date  of  enactment,  pro- 
vided that  no  such  action  or  regulation  would  be  effective  earlier 
than  the  date  on  which  the  Agreement  enters  into  force. 

TITLE  III — APPLICATION  OF  AGREEMENT  TO  SECTORS  AND  SERVICES 

Sec.  305(a) — Alaskan  Oil  Exports 

Section  305(a)  exempts  up  to  50,000  barrels  per  day  of  Alaskan 
North  Slope  (ANS)  crude  oil  from  the  export  ban  currently  set 
forth  in  section  7(d)(1)  of  the  Export  Administrtion  Act  (EAA). 

The  goal  is  to  allow  the  sale  and  export  of  this  crude  oil  from 
American  producers  in  Alaska  to  refiners  and  other  buyers  in 
Western  Canada  and  other  Canadian  locations. 

This  provision  reflects  the  fact  that  the  Agreement  is  a  two-way 
street:  If  Canada  is  agreeing  to  freely  export  its  energy  to  the 
United  States,  as  it  is  in  this  Agreement,  then  the  United  States 
should  be  willing  to  export  its  energy  supplies  to  Canada  in  return. 
To  do  this,  the  EAA  export  ban  must  be  partly  lifted. 

Lifting  the  ban  will  also  benefit  U.S.  energy  security:  A  shorter 
trip  to  western  Canadian  buyers  means  lower  transportation  costs 
to  market  for  this  portion  of  ANS  crude;  lower  shipping  costs  mean 
a  higher  wellhead  netback  sales  price  for  the  oil  producers /export- 
ers in  Alaska;  a  higher  wellhead  price  means  greater  U.S.  oil  pro- 
duction; and  that  in  turn  means  lower  dependence  on  OPEC  im- 
ports and  greater  energy  security. 

The  provision  requires  that  ''ocean  transportation"  of  the  50,000 
barrels  daily  be  on  U.S.  vessels;  but  ''off-loading,"  lightering,  or 
local  barging  to  final  destination  need  not  be  on  U.S.  vessels.  Non- 
ocean  transportation,  for  example,  by  pipeline  from  the  United 
States  to  Canada,  of  course  need  not  be  on  U.S.  vessels. 

Sec.  S05(h) — Uranium  Imports 

Section  305(b)  amends  section  161  v.  of  the  Atomic  Energy  Act  of 
1954  to  exclude  source  or  special  nuclear  material  originating  from 
Canada  from  the  term  "foreign  origin". 

The  DOE  enriches  uranium  for  domestic  and  foreign  utilities. 
Section  161v.  of  the  Atomic  Energy  Act  of  1954  requires  that  the 
Department  "to  the  extent  necessary  to  assure  the  maintenance  of 
a  viable  domestic  uranium  industry,  shall  not  offer  such  services 
for  source  or  special  nuclear  materials  of  foreign  origin  intended 
for  use  in  a  utilization  facility  within  or  under  the  jurisdiction  of 
the  United  States." 

The  DOE  currently  does  not  restrict  its  enrichment  services  to 
domestic  uranium.  The  effect  of  the  provision  will  be  to  permanent- 
ly preclude  the  Department  from  barring  the  enrichment  of  urani- 
um originating  in  Canada. 
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Agency  Views 

The  U.S.  Trade  Representative, 
Executive  Office  of  the  President, 

Washington,  DC,  July  8,  1988. 
Hon.  John  Dingell, 

Chairman,  Committee  on  Energy  and  Commerce, 
House  of  Representatives,  Washington,  DC 

Dear  John:  I  am  writing  to  follow  up  on  our  conversation  today 
concerning  our  efforts  to  obtain  the  agreement  of  the  Government 
of  Canada  to  raise  from  50  to  60  percent  the  rule  of  origin  for  autos 
and  automotive  goods  under  the  Free  Trade  Agreement. 

As  you  well  know,  we  had  no  higher  priority  at  the  conclusion  of 
these  negotiations  last  fall  than  achievement  of  the  60  percent  rule 
of  origin  for  autos  and  automotive  goods.  But  a  meeting  of  the 
minds  requires  two  minds  to  agree,  and  unfortunately  the  Govern- 
ment of  Canada  was  not  willing  at  that  time  to  increase  the  rule 
from  50  to  60  percent  except  on  terms  that  all  concerned  U.S.  auto- 
motive interests  advised  us  were  unacceptable. 

As  I  indicated  over  the  telephone  today,  I  gave  it  one  last  try  yes- 
terday in  a  long  conversation  with  Trade  Minister  Crosbie.  He  says 
his  government  will  not  reconsider  this  issue  now,  although  it  is 
willing  to  examine  it  again  with  us  in  discussions  next  year. 

I  reaffirm  our  intention,  John,  to  pursue  this  matter  as  a  high 
priority.  We  very  much  want  to  increase  the  auto  rule  of  origin  to 
60  percent,  and  will  do  ever3d:hing  possible  to  obtain  Canadian 
agreement  on  satisfactory  terms  as  early  as  possible  next  year. 
Sincerely, 

Clayton  Yeutter. 


U.S.  House  of  Representatives, 
Committee  on  Energy  and  Commerce, 

Washington,  DC,  June  28,  1988. 
Hon.  James  A.  Baker  III, 
Secretary  of  the  Treasury, 
Department  of  the  Treasury, 
Washington,  DC 
Hon.  Clayton  Yeutter, 
U.S.  Trade  Representative, 
Washington,  DC 

Dear  Secretary  Baker  and  Ambassador  Yeutter:  Since  meet- 
ing with  a  number  of  your  deputies  a  few  days  ago,  our  staff  has 
learned  more  about  the  history  of  U.S.  policy  development  concern- 
ing the  50-60  percent  content  issue  and  about  enforcement  of  the 
U.S.-Canadian  Free  Trade  Agreement. 

At  our  request,  the  Treasury  Department  provided  our  staff  with 
a  series  of  memoranda  exchanged  between  the  Customs  Service 
and  the  Treasury  Department.  The  Most  recent  memoranda  are 
dated  this  month.  The  memoranda  reveal  that  the  Customs  Service 
was  obviously  excluded  from  the  Canadian-U.S.  Free  Trade  Agree- 
ment negotiations  and  apparently  was  not  informed  or  consulted  to 
any  meaningful  degree  during  any  of  the  stages  of  the  negotiations. 
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Now  Customs  is  trying  to  "catch  up"  and  we  are  seeing  rather  acri- 
monious exchanges  between  Customs  and  Treasury  officials.  That 
is  extremely  troubling,  particularly  as  we  in  Congress  are  debating 
the  adequacy  of  the  content  issue  and  its  meaning  and  the  adequa- 
cy of  future  U.S.  enforcement  of  the  Agreement. 

One  comment  emanating  anonymously  from  Customs  and  ad- 
dressed to  our  Committee  is  as  follows: 

You  people  are  missing  the  boat  by  not  looking  into 
these  FT  A  rules  of  origin.  They  are  an  administrative,  en- 
forcement, and,  most  important,  an  economic  disaster — a 
sop  to  the  vertically  integrated  multi-nationals  of  the  likes 
of  IBM  and  Toshiba.  Customs  has  been  all  but  shut  out 
from  any  effective  role  in  the  process  of  the  past  several 
months,  and  nervousness  is  developing  over  the  day  the 
FTA  becomes  a  reality.  Public  statements  from  the  Hill  do 
not  reflect  an  understanding  of  the  economic  and  industri- 
al realities  of  the  Agreement. 

Upon  a  further  review  of  documents  provided  by  the  Commerce 
Department  to  our  Oversight  and  Investigations  Subcommittee  and 
the  General  Accounting  Office  cocnerning  the  former  Deputy  As- 
sistant Secretary  for  Automotive  Affairs  and  Consumer  Goods  at 
the  Commerce  Department,  it  is  equally  troubling  to  learn  that 
from  May  to  September  1987  the  Administration  was  still  strug- 
gling internally  over  the  Rule  of  Origin  for  the  FTA  in  general  and 
the  percentage  of  preference  for  automotive  products  in  particular. 
One  document  shows  that,  as  late  as  September  1987  the  50  per- 
cent rule  of  preference  for  automotive  products  and  retention  of 
the  Auto  Pact  remained  "contentious  within  the  U.S.  Government'* 
and  was  not  yet  "broached  with  the  Canadians."  Indeed,  the  docu- 
ments show  that  as  of  that  late  date  in  the  negotiations,  the  Treas- 
ury and  State  Departments  still  supported  35  percent  for  all  prod- 
ucts, while  Commerce  was  finally  favoring  a  50  percent  (not  60  per- 
cent) rule.  One  June  1987  document,  in  providing  several  options, 
listed  a  65  percent  rule  as  a  third  option  that  is  "supported  by  most 
U.S.  and  Canadian  automotive  producers  and  unions"  and  that 
would  "encourage  domestic  sourcing  of  parts  by  North  American 
producers  seeking  eligibility  for  bilateral  duty-free  trade."  In  oppo- 
sition to  this  third  option,  the  document  said  that  most  "foreign 
owned  manufacturers  and  perhaps  some  traditional  manufacturers 
will  not  meet  this  requirement  without  purchasing  more  United 
States /Canadian  parts  and  components."  Of  course,  we  always 
thought  that  such  North  American  purchases  were  precisely  the 
purpose  of  entering  into  the  Agreement  in  the  case  of  autos  and 
negotiating  for  a  higher  percentage.  In  short,  it  was  good  for  both 
countries. 

These  various  documents  continue  to  give  us  great  pause  about 
this  Agreement  which  is  shared  by  many  of  our  congressional  col- 
leagues. It  is  a  great  concern  to  this  Committee  in  its  oversight  ca- 
pacity, although  we  fully  agree  that  legislative  changes  in  this  area 
are  likely  to  be  within  the  jurisdiction  of  the  Ways  and  Means 
Committee.  We,  of  course,  have  jurisdiction  over  several  provisions 
of  the  legislation. 
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Last  Friday,  Committee  staff  met  with  Customs  and  Treasury  of- 
ficials over  the  interpretation  and  enforcement  issues.  We  have  re- 
viewed the  draft  language  suggested  for  the  Statement  of  Adminis- 
trative Action  regarding  enforcement  and  consider  it  too  vague  and 
too  weak,  particularly  in  light  of  the  Customs'  concerns.  The  dis- 
cussions did  not  lessen  our  concerns. 

The  history  of  the  50-60  percent  content  rule  reinforces  our  con- 
cerns about  the  adequacy  of  informal  commitments  by  the  Admin- 
istration to  seek  an  increase  of  the  percentage  to  at  least  60  per- 
cent, absent  any  firm  written  commitment  by  the  Administration 
and  a  commitment  from  Canada  to  enter  into  such  negotiations  as 
part  of  the  ''Blue  Ribbon"  panel  process  on  a  priority  basis  so  that 
the  60  percent  will  be  achieved  early  in  1989.  Chairman  Rosten- 
kowski  has  similarly  sought  such  real  assurances.  We  strongly  urge 
that  through  side  letters  or  other  means  the  assurances  we  all 
want  are  achieved  quickly. 

As  to  the  Customs  concerns  and  the  enforcement  issue,  they  are 
real  and  they  need  to  be  resolved.  The  exchange  of  memoranda  be- 
tween Customs  and  the  Deputy  Assistant  Secretary  regarding  such 
issues  as  "constructive  assembly"  indicate  an  immediate  need  for 
explanation  and  clarification  from  both  Customs  and  Treasury 
under  the  50  percent  rule,  possible  through  an  early  hearing.  In  es- 
sence, we  need  to  know  what  impact  the  new  rules  of  origin  will 
have  on  the  definition  of  "substantial  transformation"  for  purposes 
of  both  revenue  collection  and  country  of  origin  determinations. 

Most  important  is  the  question  of  enforcement  resources.  Given 
the  substitution  of  a  50  percent  value  added  criteria  for  the  tradi- 
tional transformation  determination,  does  Customs  really  have  or 
expect  to  have  the  necessary  resources  to  perform  the  new  audit 
functions?  As  noted  the  other  day,  Customs  has  increased  the 
number  of  personnel.  However,  we  understand  that  last  year  there 
were  still  only  65  regulatory  aduits  worldwide.  How  many  more 
audits  will  the  FTA  require  and  how  frequent  will  they  be?  (We 
want  to  ensure  that  such  audits  will  be  done  without  pulling  people 
from  other  investigations.)  There  is  little  in  the  proposed  language 
for  the  Statement  of  Administrative  Action  that  gives  us  a  feeling 
of  commitment  by  the  Treasury  Department  and  Customs  (with 
Office  of  Management  and  Budget  approval)  that  the  needed  audits 
will  be  performed  on  a  sufficiently  frequent  basis  to  deter  trans- 
shipment fraud  and  otherwise  ensure  compliance. 

We  strongly  urge  that  both  of  you  and  Canada  recognize  the  im- 
portance of  these  several  concerns  to  consideration  of  the  FTA  in 
our  Committee.  We  appreciate  the  efforts  you  have  made  to  date. 
Nevertheless,  more  is  needed  now. 

With  best  wishes. 
Sincerely, 

John  D.  Dingell, 
Chairman,  Committee  on  Energy  and  Commerce, 
James  J.  Florio, 
Chairman,  Subcommittee  on  Commerce, 
Consumer  Protection,  and  Competitiveness, 
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U.S.  House  of  Representatives, 
Committee  on  Energy  and  Commerce, 

Washington,  DQ  May  25,  1988. 
Hon.  James  A.  Baker  III, 
Secretary  of  the  Treasury, 
Washington,  DC. 

Dear  Mr.  Secretary:  As  you  and  Ambassador  Yeutter  know,  our 
committee,  pursuant  to  the  Speaker's  letter  of  May  12,  1988  to  you 
and  the  Ambassador,  have  been  working  in  a  ''cooperative  effort" 
with  Administration  staff  to  develop  implementing  legislation  con- 
cerning the  Canada-U.S.  Free  Trade  Agreement.  As  a  matter  of 
fact,  our  staff  met  this  week  with  the  staff  of  the  Committee  on 
Ways  and  Means  with,  I  understand,  some  good  results.  Neverthe- 
less, there  still  remains  some  very  important  issues  for  this  Com- 
mittee involving  autos  and  energy  that  cause  great  concern  and 
are  affecting  support,  including  mine,  for  this  implementing  legis- 
lation. As  the  enclosed  article  in  the  May  18,  1988  edition  of  the 
Journal  of  Commerce  indicates,  some  ''worry"  that  we  may  be 
moving  too  fast.  That  worry  may  be  justified. 

I  observe  that  in  the  case  of  energy,  the  Administration  appears 
to  be  trying  to  reach  broad  accommodations  with  the  other  body. 
While  I  applaud  efforts  procedurally  to  reach  accommodations,  I 
observe  that  the  nature  and  scope  of  those  accommodations  are  of 
deep  concern  and  interest  to  this  Committee,  as  noted  by  Subcom- 
mittee Chairman  Sharp  in  the  enclosed  letter.  Most  importantly,  I 
do  not  detect  quite  the  same  accommodating  attitude  toward  the 
concerns  that  I  share  with  other  Members  in  the  Committee  and 
the  House  about  the  impacts  on  the  U.S.  automotive  industry  and 
its  workers  from  the  Agreement  and  the  need  to  better  address 
those  concerns  before  implementing  legislation  is  submitted  to  Con- 
gress. 

Before  discussing  in  detail  those  concerns,  I  take  note  of  the  en- 
closed questions  from  Senator  Riegle  and  the  Administration's  re- 
sponses concerning  future  Auto  Pact  companies  in  Canada.  The  re- 
sponses, together  with  staff  assurances  from  the  Administration 
and  a  reported  letter  between  the  U.S.  and  Canada  (which  I  have 
not  yet  seen  although  I  have  asked  for  all  such  letters  in  my  en- 
closed letter),  seem  to  provide  reasonable  assurance  that  Canada 
will  not  grant  Auto  Pact  status  to  vehicle  manufacturers,  including 
joint  ventures,  sometime  in  the  future.  However,  these  responses, 
etc.,  are  not  a  part  of  the  "Draft  Statement  of  Administrative 
Action"  submitted  by  the  Administration  to  our  Committee.  Clear- 
ly, that  document  needs  to  reflect  fully  these  understandings  and 
commitments.  Our  staff  will  work  with  yours  in  this  regard.  At  the 
same  time,  I  urge  that  the  above  referenced  letters  be  provided  the 
Committee. 

Let  me  now  turn  to  the  specific  areas  of  concern. 

Limitation  on  Duty  Remission  Benefits 

The  Administration,  in  its  testimony  and  its  letters  to  Congress, 
including  this  Committee,  has  stressed  that  under  the  Agreement 
Canada  "will  terminate  production-based  duty  remission  programs 
not  later  than  "January  1,  1996."  I  have  no  illusion  that  this  termi- 
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nation  will  occur  earlier  than  that  date  because,  as  the  correspond- 
ence observes,  that  is  the  date  specified  in  existing  contracts  be- 
tween foreign  companies  and  Canada.  The  Canadians  have  already 
said  they  do  not  want  to  renege  on  their  "contractual  obligations. ' 
Thus,  these  programs  will  undoubtedly  last  through  1995. 

It  is  my  understanding  that  the  Agreement  provides  that  the 
duty  remission  programs  cannot  be  "enhanced,  expanded,  or  ex- 
tended." However,  that  is  a  very  vague  commitment  because  it  is 
also  my  understanding  that  the  U.S.  really  has  no  specific  knowl- 
edge of  the  programs  in  Canada  from  which  to  establish  a  baseline. 
In  a  recent  communication  to  me,  Michigan  officials  commented: 

This  fact  takes  on  greater  importance  in  light  of  the  po- 
tential to  expand  capacity  by  the  vehicle  manufacturers  in 
Canada  who  are  to  benefit  from  this  program.  According 
to  the  U.S.  Department  of  commerce  (Office  of  Automotive 
Industry  Affairs),  the  publically  announced  capacity  in 
units  by  1990  of  Honda  (Alliston,  ONT)  is  80,000;  Hyundai 
(Bromont,  QUE)  is  120,000,  and;  Toyota  (Cambridge,  ONT) 
is  50,000,  based  upon  one  shift.  By  adding  another  shift, 
the  manufacturers  could  expand  production  and  the  bene- 
fits under  the  program.  CAMI  (Ingerson,  ONT)  has  capac- 
ity for  200,000  units  base  on  two  shifts. 


Judy  Bellow,  Chair  of  the  301  Committee  at  USTR, 
under  questioning  before  the  Senate  Governmental  Affairs 
Committee,  stated  that  in  the  absence  of  definitive  infor- 
mation about  the  duty  remission  programs,  the  U.S.  gov- 
ernment would  be  free  to  make  "adverse  conclusions" 
about  the  duty  remission  programs.  The  Canadian  govern- 
ment has  not  substantively  responded  to  the  USTR's  Janu- 
ary 29,  1988,  request  for  information  about  the  production- 
based  program.  As  a  result,  the  Congress  should  be  free  to 
draw  "adverse  conclusions"  from  the  public  record. 

I  am  not  comfortable  in  relying  on  this  "adverse  conclusion"  ap- 
proach. I  believe  that  the  implementing  legislation  must  address 
this  problem  directly.  I  have  directed  our  staff  to  work  with  yours 
to  develop  an  effective  provision  for  ensuring  that  a  baseline  will 
be  established.  Your  cooperation  is  appreciated. 

Enforcement 

In  the  Administration's  correspondence  with  Congress,  it  is  con- 
tended that  the  50-percent  rule  of  origin  under  the  Agreement  "is 
tougher  than  the  50-percent  value  added  test  currently  applied  under 
the  Auto  Pact  to  southbound  trade."  Ambassador  Yeutter  contends 
it  is  "better"  because  it  "is  based  on  the  direct  cost  of  materials 
and  processing,  excluding  profits  and  costs,  such  as  advertising  and 
administrative  overhead,  that  are  not  directly  a  part  of  the  manu- 
facturing process."  Others  appear  to  share  the  Administration's 
view.  However,  they,  as  well  as  Administration  people  we  have 
talked  with,  indicate  strongly  that  the  so-called  "tough"  require- 
ment will  be  toothless  without  effective  audits  and  enforcement  on 
a  regular  basis,  not  just  every  few  years.  Adequate  measures  must 
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be  taken  to  ensure  compliance  with  the  requirement  that  a  min- 
inum  percentage,  whether  50  or  60  percent,  of  the  materials  and 
direct  processing  costs  for  automobiles  and  automobile  parts,  im- 
ported from  Canada  with  a  claim  for  tariff  preference,  be  sourced 
in  North  America. 

The  Committee  does  not  believe  that  at  this  time,  the  Adminis- 
tration has  committed  to  taking  the  needed  measures,  such  as  ap- 
propriate staffing  for  the  Customs  Service,  to  ensure  such  compli- 
ance. We  need  to  before  understand  your  plans  for  enforcement 
and  staffing  in  this  regard  and  request  that  the  Statement  of  Ad- 
ministrative Action  clearly  address  this  issue,  together  with  a  com- 
mitment therein  for  reporting  every  two  years  to  Congress  (begin- 
ning in  March  1990)  on  the  efforts  taken  by  the  Customs  Service  to 
ensure  compliance,  such  as  periodic  audits,  and  on  the  results  of 
these  efforts. 

Made  in  North  America 

Undoubtedly,  the  most  difficult  and  contentious  issue  concerning 
automobiles  and  this  Agreement  relates  to  automotive  goods  which, 
I  understand,  constitute  one-third  of  all  United  States-Canada 
trade.  It  is  the  issue  of  the  North  American  content  of  vehicles 
crossing  our  border  for  distribution  and  sale  in  interstate  com- 
merce in  the  United  States. 

I  am  aware  of  Administrative  efforts  before  January  to  increase 
the  percentage  and  of  the  provisions  adopted  by  my  colleagues  in 
other  Committees  to  achieve  that  objective.  I  applaud  them.  But 
the  bottom  line  is  that  under  the  50-percent  rule  North  American 
workers  will  be  disadvantaged,  while  workers  in  foreign  countries 
will  be  advantaged.  That  is  clearly  demonstrated  by  the  following 
statement  for  the  auto  parts  industry: 

THE  CASE  FOR  A  60-PERCENT  AUTOMOTIVE  RULE  OF  ORIGIN 

The  United  States-Canada  Free  Trade  Agreement  gives  duty  free 
preferences  to  goods  containing  up  to  50  percent  foreign  (i.e.  not 
United  States  or  Canadian)  input.  This  rule  should  be  changed  so 
that  duty  free  benefits  are  available  only  to  automotive  goods  that 
have  60  percent  North  American  content.  The  10  percent  differ- 
ence would  provide  crucial  benefits  to  the  North  American  parts 
industry  by  giving  foreign  carmakers  an  incentive  to  buy  high- 
value,  technology-intensive  U.S.  parts. 

At  present,  the  many  foreign-owned  vehicle  factories  in  North 
America  tend  to  assemble  cars  and  trucks  using  imported  drive- 
trains  and  other  advanced  parts,  and  to  acquire  only  lower-value 
items  in  North  America.  The  FTA's  50-percent  rule  would  not  help 
change  this  pattern  of  parts  acquisitions  and  would  do  little  to  in- 
crease sales  of  advanced  North  American  parts. 

A  60-percent  rule,  in  contrast,  would  promote  increased  sales  of 
such  parts  to  new  North  American  vehicle  assemblers.  It  is  diffi- 
cult to  assemble  a  vehicle  containing  60-percent  North  American 
content  without  incorporating  a  greater  number  of  advanced  parts 
made  in  North  America.  Thus,  if  a  60-percent  rule  is  adopted,  for- 
eign manufacturers  seeking  duty-free  benefits  under  the  FTA  are 
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likely  to  increase  their  use  of  high-technology  United  States  and 
Candian  parts. 

POSSIBLE  COMPOSITION  OF  DUTY-FREE  CAR 

Third-country  parts  North  American  parts 

A.  Under  FTA  50-percent  rule 

Engine,  transmission/transaxle  related  subcomponents Tires,  bumpers,  sheet-metal,  seats,  accessories. 

B.  Under  proposed  60-percent  rule 

Engine  or  transmission  transaxle  related  subcomponents Same  as  above:  Engine  or  transmission/transaxle  or  related 

subcomponents. 

The  composition  under  the  50-percent  rule  in  not  advantageous 
to  North  American  workers. 

As  noted  earlier  in  this  letter,  there  is  linkage  between  the  auto- 
motive and  energy  issues  important  to  this  legislation.  Within 
reason,  Chairman  Sharp  and  I  want  to  be  helpful  to  the  Adminis- 
tration and  the  Senators  in  the  other  body  in  helping  to  resolve 
satisfactorily  the  relevant  energy  issues.  Although  we  have  con- 
cerns as  indicated  by  Chairman  Sharp,  we  are  also  sympathetic  to 
the  Senate  and  Administration  concerns.  But  Subcommittee  Chair- 
man Florio  and  I,  as  well  as  Chairman  Sharp,  are  also  concerned 
that  all  of  these  automotive  issues,  particularly  the  50  percent  rule, 
are  resolved  satisfactorily.  The  two  issues  are  inextricably  related. 

I  want  to  be  supportive  of  the  Agreement,  including  the  relevant 
energy  issues,  but  I  also  want  to  ensure  a  better  opportunity  for 
obtaining  the  60  percent  level.  At  the  moment,  I  believe  the  legisla- 
tion is  not  adequate  in  this  regard.  Better  assurances  are  needed 
through  a  legislative  provision  to  ensure  that  in  the  not  too  distant 
future  the  "North  American  content  of  new  automotive  products 
entered  for  sale  and  distribution  in  interstate  commerce  in  the 
United  States  is  at  least  60  percent.'' 

It  is  my  understanding  that  the  Motor  Vehicles  Manufacturers 
Association,  the  automotive  parts  industry,  and  labor,  including 
the  United  Auto  Workers,  are  equally  supportive  of  this  "Made  in 
North  America"  content  rule.  Apparently,  the  only  real  opposition 
to  this  concept  stems  primarily  from  third  country  firms  enjoying 
duty  remission  benefits. 

I  look  forward  to  further  discussion  about  these  energy-automo- 
tive matters. 

With  best  wishes. 
Sincerely, 

John  D.  Dingell, 

Chairman. 

Enclosures. 

Staffers  Worry  United  States-Canada  Bill  Moves  Too  Fast 
(By  Keith  M.  Rockwell) 

Washington.— The  legislation  to  implement  the  U.S.-Canada 
trade  accord  is  moving  briskly  through  Congress,  but  staffers  worry 


87-723  0-88—3 


34 

that  members'  weariness  with  trade  issues  may  result  in  limited 
examination  of  some  details. 

The  causes  of  that  condition  are  manifold  but  the  primary  reason 
seems  to  be  that  members  and  staffers  are  "burned  out"  following 
Herculean  efforts  on  the  huge  omnibus  trade  bill. 

Since  the  agreement  with  Canada  cannot  be  changed  to  any 
large  degree,  members  also  feel  frustrated  working  "around  the 
edges"  of  the  measure. 

"I  think  we're  going  to  regret  this  five  years  from  now.  I  don't 
think  this  thing  is  getting  the  scrutiny  it  deserves.  There  doesn't 
seem  to  be  any  inclination  to  get  into  the  details,  probably  because 
everybody  is  tired  from  the  trade  bill,"  one  congressional  satffer 
said. 

Specifically,  the  aide  said  he  was  concerned  that  constitutional 
questions,  such  as  whether  a  binational  panel  on  dumping  and 
countervailing  duties  can  assume  the  role  as  court  of  last  resort, 
are  being  rushed  through. 

The  aide  noted  that  while  subsidies  will  be  addressed  by  a  work- 
ing group,  future  access  for  the  United  States  in  areas  like  invest- 
ment and  services  will  not  receive  the  same  kind  of  priority  from 
the  two  governments. 

"None  of  the  other  (groups)  has  any  teeth,  so  while  Canada  is 
squeezing  us  to  make  changes  in  our  dumping  and  countervailing 
laws,  there  will  not  be  that  kind  of  pressure  on  them  in  services 
and  investment,"  the  staffer  said. 

Unlike  the  trade  bill,  which  produced  district  battle  lines  and 
which  remains  an  issue  in  the  presidential  campaign,  congressional 
aides  say  there  is  little  public  awareness  of  the  Canada  pact. 

"The  members  aren't  particularly  enthusiastic  and  it's  not  a 
function  of  the  trade  bill  so  much  as  a  function  of  the  total  lack  of 
interest  in  this  thing  from  day  one.  The  American  people  are  not 
enthusiastic  about  it,  it's  nowhere  near  the  priority  that  it  is  in 
Canada,"  said  another  aide. 

Despite  the  lukewarm  response  and  some  serious  reservations 
about  Canada's  policy  of  export  subsidies,  all  the  staffers  inter- 
viewed said  the  bill  would  pass.  But  one  key  staffer  said  an  agree- 
ment like  that  with  Canada,  which  requires  fast-track  negotiating 
authority  for  the  president,  must  pass  by  a  large  margin. 

Under  the  fast-track  authority,  any  agreements  that  are  negoti- 
ated must  be  voted  up  or  down  by  Congress,  without  amendments. 
Without  such  authority  the  United  States  would  be  hard  pressed  to 
live  up  to  its  international  agreements. 

"Fast-track  bills  should  pass  by  very  large  majorities.  If  they  fail 
to  get  two-thirds  of  the  votes  in  the  Senate,  you'll  have  a  lot  of 
angry  members  out  there  trying  to  get  rid  of  fast-track.  Without 
fast-track,  trade  negotiations  are  dead,"  the  aide  said. 

Several  Senate  staffers  said  there  are  strong  feelings  against  the 
fast-track  process  because  it  excludes  those  members  not  on  the  Fi- 
nance Committee  from  participating  in  the  process. 

Under  the  fast-track  procedure,  any  amendments  to  the  Canada 
accord  negotiated  between  the  two  governments  could  not  be  modi- 
fied in  Congress,  only  approved  or  disapproved.  Senators  opposing 
the  measure  would  have  to  vote  no.  Some  staffers  worry  that  a  vote 
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against  any  amendment  offered  in  later  years  might  violate  the 
spirit,  if  not  the  terms,  of  the  pact  itself. 

The  trade  bill,  which  President  Reagan  probably  will  veto  next 
week,  would  change  laws  concerning  import  relief  and  actions 
against  unfair  foreign  practices.  Perhaps  most  important,  the  presi- 
dent has  no  authority  to  negotiate  new  trade  agreements  until  a 
new  law  is  passed. 

Questions  From  Senator  Riegle 

Question  11(a).  Canada  has  implemented  the  Auto  Pact  on  Most 
Favored  Nation  basis,  allowing  all  "qualified"  manufacturers  to 
import  motor  vehicles  and  original  equipment  parts  into  Canada 
duty-free  from  any  country.  Under  the  FTA,  Canada  has  agreed 
not  to  offer  the  Pact's  benefits  to  any  company  other  than  those 
named  in  Appendix  1002.1,  Part  1  of  the  FTA.  According  to  the  De- 
partment of  Commerce,  the  Auto  Pact  is  not  part  of  the  FTA, 
therefore  not  subject  to  the  GATT  waiver  that  the  U.S.  and  Canada 
are  to  obtain  for  the  FTA. 

Despite  the  FTA  provision  prohibiting  Canada  from  extending 
Pact  or  Pact-like  benefits  to  others,  Canada  remains  obligated, 
under  the  GATT  MFN  principle,  to  offer  the  benefits  to  all  vehicle 
manufacturers  that  meet  the  Auto  Pact's  performance  require- 
ments. 

Are  Canada's  commitment  in  the  FTA  and  Canada's  MFN  imple- 
mentation of  the  auto  Pact  in  conflict? 

Response.  The  statement  contained  in  the  question  that  the  Auto 
Pact  is  not  part  of  the  FTA  and  therefore  not  subject  to  the  GATT 
waiver  that  the  U.S.  and  Canada  are  to  obtain  for  the  FTA  is  only 
partially  correct.  Article  405(4)  of  the  FTA  states  that  the  general 
FTA  restrictions  on  duty  waivers  do  not  apply  to  waivers  granted 
to  existing  recipients  of  Auto  Pact  or  Pact-like  benefits.  These  re- 
cipients are  listed  in  part  one  of  Annex  1002.1.  However,  Article 
1002(1)  of  the  FTA,  which  prohibits  the  waiver  of  customs  duties  to 
new  recipients,  is  contained  in  the  FTA.  This  commitment  not  to 
expand  Pact  membership  is  applicable  to  additional  U.S.  as  well  as 
third-country  automotive  products  manufacturers.  It  is  problematic 
whether  there  would  be  any  GATT  challenge  against  Canada  from 
a  third  country,  and  what  the  GATT  result  would  be.  Article  XXIV 
of  the  GATT  exempts  from  GATT  the  preferential  elimination  of 
duties  and  other  restrictions  of  commerce  between  parties  to  a  free 
trade  area  conforming  with  Article  XXIV. 

Question  11(h).  Which  provision  is  controlling?  Canada's  commit- 
ment to  the  FTA  or  its  obligation  under  the  GATT? 

Response.  Article  104(2)  of  the  FTA  provides  generally  that  in 
the  event  of  any  inconsistency  between  the  provisions  of  the  FTA 
and  preexisting  bilateral  and  multilateral  agreements  (including 
the  GATT)  the  FTA  prevails  to  the  extent  of  the  inconsistency, 
except  as  otherwise  provided  in  the  FTA.  The  FTA  does  not  pro- 
vide otherwise  with  respect  to  automotive  products.  It  is  therefore 
clear  that  the  FTA  prevails  between  the  Parties  on  this  point. 

Question  11(c).  How  can  Canada  agree  not  to  grant  Auto  Pact 
benefits  to  those  who  meet  the  performance  requirements? 
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Response.  Canada  would  be  required  under  the  FT  A  not  to  grant 
Auto  Pact  benefits  to  additional  companies. 

Question  11(d).  If  Canada  were  to  grant  Auto  Pact  benefits  to  a 
company  other  than  those  listed,  what  would  the  U.S.  response  be 
under  U.S.  law,  the  Auto  Pact,  the  FTA  and  international  law? 

Response.  The  United  States  retains  its  right  under  the  FTA  to 
undertake  investigations  under  Section  301  of  the  Trade  Act  of 
1974.  Under  that  Act,  the  United  States  makes  use  of  the  dispute 
settlement  provisions  of  any  trade  agreements  the  other  country  is 
alleged  to  have  violated.  Since  granting  Auto  Pact  status  to  addi- 
tional companies  would  violate  the  FTA,  the  United  States  could 
invoke  the  dispute  settlement  procedures  set  forth  in  Chapter  18  of 
the  FTA,  unless  the  Parties  agree  to  use  another  procedure.  The 
results  of  this  procedure  would  be  contained  in  the  U.S.  Trade  Rep- 
resentative's recommendation  to  the  President,  provided  for  under 
current  law.  The  U.S.  would  not  take  action  directly  under  the 
Auto  Pact,  since  the  obligation  not  to  expand  the  Auto  Pact  is  con- 
tained in  the  FTA,  not  in  the  Auto  Pact  itself.  There  are  no  other 
international  fora  that  would  be  appropriate  to  address  this  issue. 


U.S.  House  of  Representatives, 
Subcommittee  on  Energy  and  Power, 

Washington,  DQ  May  20,  1988, 
Hon.  Clayton  Yeutter, 
U.S.  Trade  Representative, 
Washington,  DC. 

Dear  Mr.  Yeutter:  At  a  meeting  on  May  19,  1988,  between  your 
staff  and  the  staff  of  our  Committee,  your  staff  revealed  that  there 
had  been  private  negotiations  with  individual  Senators  concerning 
the  treatment  of  the  uranium  industry  under  the  U.S.-Canada  Free 
Trade  Agreement. 

I  was  startled  to  learn  that  the  Administration  was  considering  a 
variety  of  subsidies  to  the  uranium  industry  in  return  for  the  sup- 
port of  certain  western  Senators  for  the  Free  Trade  Agreement. 
Among  the  possible  subsidies  mentioned  by  your  staff  that  appar- 
ently were  "on  the  table"  were: 

Federal  Government  contribution  of  $300  million  to  the 
owners  of  active  uranium  mill  sites  to  share  in  their  cost  of 
reclamation; 

Agreement  to  cease  the  use  of  the  government  uranium 
stockpiles  for  overfeeding  in  the  enrichment  process  and  prom- 
ises of  government  purchases  of  additional  uranium  for  use  in 
overfeeding; 

Endorsement  of  government  enrichment  corporation  legisla- 
tion that  would  establish  the  program's  debt  at  $360  million, 
compared  to  the  Administration's  estimate  of  a  $3.5  billion 
debt,  and  the  General  Accounting  Office's  estimate  of  $8.8  bil- 
lion. 
While  I  can  certainly  understand  your  interest  in  securing  pas- 
sage of  the  Free  Trade  Agreement,  I  find  it  shocking  that  your 
office  would  engage  in  private  negotiations  with  certain  Senators 
and  an  affected  industry  to  buy  votes  with  Federal  taxpayer  dol- 
lars. 
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The  domestic  uranium  industry  has  been  severely  hurt  in  the 
past  several  years  by  a  deep  decline  in  demand,  surplus  inventory, 
and  rising  imports,  and  I  am  sympathetic  to  these  problems.  How- 
ever, any  proposal  to  provide  relief  to  the  industry,  and  particular- 
ly proposals  that  could  cost  taxpayers  billions  of  dollars,  should  be 
considered  in  the  normal  legislative  process. 

I  stand  ready  to  work  with  the  Administration  on  any  legislative 
proposals  in  this  area.  However,  any  attempt  to  utilize  implement- 
ing legislation  for  the  Free  Trade  Agreement  for  purposes  of  carry- 
ing out  private  deals  involving  taxpayer's  money  will  meet  with 
the  strongest  opposition. 

To  clarify  the  situation,  please  provide  me  with  the  answer  to 
the  following  questions  no  later  than  Wednesday,  May  25. 

(1)  Please  list  all  meetings  held  during  the  week  of  May  16  be- 
tween Administration  officials  and  legislators  or  industry  repre- 
sentatives on  the  subject  of  uranium.  Please  identify  all  partici- 
pants, the  subject  of  discussions,  and  provide  all  documents,  includ- 
ing notes  of  such  meetings. 

(2)(a)  Does  the  Administration  support  Title  I  of  the  S.  2097,  re- 
lating to  uranium  imports? 

(b)  Is  Title  I  consistent  or  inconsistent  with  the  Free  Trade 
Agreement?  Please  explain. 

(3)  With  respect  to  any  private  agreements  being  discussed  on 
this  matter,  is  it  the  Administration's  intention  to  send  up  separate 
legislation,  or  do  you  intend  to  incorporate  the  deals  in  the  free 
trade  legislation? 

(4)  With  respect  to  any  proposal  ''on  the  table,"  please  provide  a 
cost  estimate. 


Sincerely, 


Philip  R.  Sharp, 

Chairman. 


U.S.  House  of  Representatives, 
Committee  on  Energy  and  Commerce, 

Washington,  DC,  May  6,  1988. 
Hon.  Clayton  K.  Yeutter, 
U.S.  Trade  Representative, 
Washington,  DC 

Dear  Mr.  Yeutter:  Since  Subcommittee  Chairman  Florio  and  I 
last  wrote  to  you  concerning  the  U.S.-Canada  Trade  Agreement, 
the  Committee  has  noticed  an  article  in  the  May  5,  1988  edition  of 
Inside  The  White  House  that  negotiations  have  just  been  "finished" 
regarding  some  ''side  letters"  related  to  the  Agreement.  The  letters 
with  Canada  are  "to  clarify  which  Canadian  restrictions  of  U.S.  in- 
vestment in  the  energy  sector  would  be  allowed  to  remain  in 
place." 

I  request  a  copy  of  all  letters,  when  the  are  final,  related  to  the 
Agreement  that  have  been  negotiated,  as  well  as  an  explanation  of 
their  purpose  and  the  reasons  for  negotiating  them.  Please  also 
identify  all  other  negotiations  now  underway  that  are  likely  to 
result  in  "side"  letters  or  agreements  and  indicate  their  status.  I 
also  understand  that  there  are  changes  in  the  "confidential"  draft 
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legislation  (such  as  page  4)  that  have  not  been  provided  to  all  the 
Committees.  I  request  a  copy  of  all  of  the  revised  pages. 

As  you  can  imagine,  it  is  difficult  for  the  Committee  to  evaluate 
these  matters  in  a  timely  fashion  if  we  are  not  provided  difficulties 
and  to  avoid  delay.  I  request  your  reply  to  these  matters  within  the 
next  several  days. 


With  best  wishes. 
Sincerely, 


John  D.  Dingell, 

Chairman. 


U.S.  Trade  Representative, 
Executive  Office  of  the  President, 

Washington,  DC,  July  27,  1988. 
Hon.  John  D.  Dingell, 

Chairman,  Committee  on  Energy  and  Commerce, 
House  of  Representatives,  Washington,  DC. 

Dear  Mr.  Chairman:  Thank  you  for  your  letter  of  May  6,  re- 
garding agreement  with  Canada  in  connection  with  the  Free-Trade 
Agreement  (FTA)  with  Canada  and  changes  in  the  proposed  draft 
implementing  bill  for  the  FTA. 

You  have  already  received  copies  of  the  three  exchanges  of  let- 
ters of  January  2,  which  were  sent  to  you  along  with  a  copy  of  the 
final  text  of  the  FTA  in  early  January.  The  only  other  exchange  of 
letters  pertains  to  "grandfathered"  Canadian  investment  policies 
in  the  oil  and  gas  industry  and  in  the  uranium  industry.  This  ex- 
change, which  was  provided  to  your  staff  on  May  19,  consists  of  a 
letter  dated  May  12  from  Canadian  Finance  Minister  Wilson  to 
Secretary  Baker  and  Secretary  Baker's  response  of  May  16.  This 
exchange  is  presumably  that  alluded  to  in  the  press  report  to 
which  your  letter  refers,  as  there  are  no  other  side  agreements  on 
investment. 

This  exchange  was  called  for  by  paragraph  four  of  Annex  1607.3 
of  the  FTA.  Paragraph  four  grandfathers  Canadian  published  poli- 
cies concerning  the  oil  and  gas  and  uranium-mining  industries 
from  the  certain  liberalization  measures  otherwise  required  of  In- 
vestment Canada.  However,  the  grandfathered  Canadian  policies 
were  to  be  set  out  in  an  exchange  of  letters  to  be  concluded  prior  to 
introduction  of  implementing  legislation  by  either  party.  Further, 
paragraph  four  provides  that  the  policies  could  be  no  more  restric- 
tive than  those  in  effect  on  October  4,  1987. 

This  exchange,  an  additional  copy  of  which  is  enclosed,  fulfills 
the  mandate  of  paragraph  four.  The  policies  are  no  more  restrictive 
than  those  in  effect  on  October  4,  and  in  some  respects,  notably 
pertaining  to  uranium  mining,  the  policies  are  less  restrictive.  I  be- 
lieve the  policies  that  are  grandfathered  are  self-explanatory, 
though  I  would  be  happy  to  arrange  a  further  briefing  for  you  or 
your  staff,  if  you  so  wish.  I  would  call  to  your  attention  that  the 
letters  provide  that  the  policies  concerned  may  be  liberalized,  but 
cannot  be  made  more  restrictive. 
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These  letters  do  not  constitute  U.S.  "approval"  of  Canadian  in- 
vestment restrictions  in  this  or  any  other  area.  The  FTA  provisions 
constitute  a  substantial  improvement  over  highly  restrictive  Cana- 
dian policies  of  the  past,  but  we  will  continue  to  press  for  further 
liberalization  of  Canada's  remaining  restrictions,  including  the  re- 
strictive policies  set  out  in  this  exchange  of  letters. 

There  are  no  other  side  arrangements,  nor  are  there  any  negotia- 
tions underway  at  this  time.  Prior  to  entry  into  force,  the  parties 
will  agree  on  rules  of  procedure  and  a  code  of  conduct  for  panels 
under  Chapter  19  of  the  Agreement  (pertaining  to  review  of  anti- 
dumping and  countervailing  duty  cases).  Other  provisions  of  the 
FTA  (e.g..  Articles  608,  708  and  1906-1907)  call  for  further  negotia- 
tions after  entry  into  force  of  the  FTA. 

We  have  provided  your  staff  with  updated  portions  of  the  draft 
produced  by  the  Executive  Branch  "lawyers  group."  My  staff  and 
that  of  other  executive  agencies  have  discussed  substantive  and 
drafting  issues  at  some  length  with  staff  of  your  committee  and 
various  subcommittees,  in  addition  to  the  large  number  of  hearings 
before  which  Administration  officials  have  testified  and  responded 
to  questions.  It  should  be  noted  that  as  we  consult  with  various 
committees  with  responsibility  for  different  portions  of  the  imple- 
menting bill,  the  bill  has  been  undergoing  revision.  The  lawyers 
group  draft  has  in  effect  been  superseded  by  drafting  coming  out  of 
the  consultative  process,  with  the  assistance  of  the  House  and 
Senate  legislative  counsels.  It  is  expected  that  differences  among 
the  Senate  and  House  Committees  will  be  worked  out  with  the  Ad- 
ministration, in  a  process  analogous  to  a  conference.  We  have  con- 
sulted with  your  staff  regardng  the  approach  taken  bv  other  com- 
mittees on  issues  that,  according  to  Speaker  Wright  s  letter,  are 
shared  among  a  number  of  committees,  including  your  own. 

I  hope  this  letter  is  helpful  to  you.  Please  let  me  know  if  I  can  be 
of  further  assistance. 
Sincerely, 

Clayton  Yeutter. 


The  Secretary  of  the  Treasury, 

Washington,  DQ  May  16,  1988. 
Hon.  Michael  H.  Wilson, 
Minister  of  Finance  of  Canada 
Ottawa,  Ontario. 

Dear  Mr.  Wilson:  I  have  the  honor  to  refer  to  your  letter  of 
May  12,  1988,  which  reads  as  follows: 

I  have  the  honor  to  inform  you,  pursuant  to  paragraph  4 
of  Annex  1607.3  of  the  Free  Trade  Agreement  between 
Canada  and  the  United  States  of  America  signed  on  Janu- 
ary 2,  1988,  that  the  policies  described  below  constitute  the 
published  policies  respecting  Canada's  oil  and  gas  and  ura- 
nium mining  industries  referred  to  in  that  paragraph. 

1.  THE  OIL  AND  GAS  INDUSTRY 

Canadian  published  policy  respecting  the  acquisition 
by   foreign    investors    of  oil    and   gas   businesses    in 
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Canada  contains  the  following  provisions  of  relevance 
to  the  Investment  Canada  Act,  The  policy  provides 
that,  in  reviewing  acquisitions,  the  Minister  responsi- 
ble for  Investment  Canada  will: 

(a)  disallow  the  direct  acquisition  of  a  healthy 
Canadian-controlled  business  with  assets  of  at 
least  $5  million; 

(b)  consider  allowing  the  direct  acquisition  of  a 
healthy  Canadian-controlled  business  with  assets 
of  at  least  $5  million  that  is  in  clear  financial  dif- 
ficulty. In  such  cases  the  Minister  would  review 
the  proposed  foreign  acquisition  to  evaluate  its 
net  benefit  to  Canada  and  could  negotiate,  as  nec- 
essary, undertakings  by  the  acquiror  in  relation  to 
the  review  criteria; 

(c)  normally  allow  the  direct  acquisition  of  a  for- 
eign-controlled business  with  assets  of  at  least  $5 
million,  subject  to  an  agreement  with  the  acquiror 
on  conditions  related  to  Canadian  ownership  and 
investment  spending;  and 

(d)  normally  allow  the  direct  acquisition  of  a  for- 
eign-controlled business  with  assets  of  at  least  $50 
million,  subject  to  an  agreement  with  the  acquiror 
on  conditions  related  to  Canadian  ownership  and 
investment  spending. 

2.  THE  URANIUM  INDUSTRY  POUCY   (ANNOUNCED  ON 
DECEMBER  23,  1987) 

Investment  Canada's  review  threshold  levels  are  $5  mil- 
lion in  assets  for  direct  acquisitions  and  $50  million  in 
assets  for  indirect  acquisitions  for  the  uranium  industry. 
In  reviewing  an  acquisition  in  the  uranium  industry,  the 
Minister  responsible  for  Investment  Canada  applies  the 
following  policy: 

(a)  Non-resident  ownership  of  a  uranium  mining 
property  shall  be  limited  to  49  percent  at  the  stage  of 
first  production. 

(b)  Non-resident  ownership  levels  of  a  uranium 
mining  property  in  excess  of  49  per  cent  shall  be  per- 
mitted if  it  can  be  established  that  the  property  is  in 
fact  Canadian-controlled  as  defined  in  the  Investment 
Canada  Act. 

(c)  Exemptions  to  the  policy  may  be  granted  if  it  can 
be  established  that  Canadian  partners  cannot  be 
found. 

(d)  Properties  that  were  "grandfathered"  under  the 
policy  existing  prior  to  December  23,  1987  continue  to 
be  grandfathered,  subject  to  not  increasing  their  exist- 
ing non-resident  ownership  levels. 

(e)  The  offer  of  a  three-year  grace  period  beyond 
first  production  (available  to  companies  under  the 
policy  in  force  prior  to  December  23,  1987  before  they 
must  meet  the  non-resident  ownership  requirement) 
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shall  continue  to  apply  under  the  current  policy  only 
for    agreements    reached    within    the    twelve    month 
period  commencing  December  23,  1987;  and  properties 
covered  under  such  agreements  must  be  brought  into 
production  within  seven  years  of  signing  such  agree- 
ments. 
It  is  understood  that,  given  that  these  are  grandfathered 
policies,  they  may  be  liberalized  but  cannot  be  made  more 
restrictive. 

I  would  be  grateful  if  you  would  confirm,  on  behalf  of 
your  Government,  that  the  above  paragraphs  express  your 
understanding  of  Canada's  investment  policies  concerning 
the  oil  and  gas  and  uranium  mining  industries. 

I  have  the  honour  to  propose  that  this  letter,  which  is 
authentic  in  English  and  French,  and  your  letter  of  confir- 
mation in  reply,  constitute  an  agreement  between  our  two 
Governments  to  enter  into  force  on  the  date  of  your  letter 
in  reply  and  that  it  be  considered  an  integral  part  of  the 
Free  Trade  Agreement  when  the  latter  enters  into  force. 

I  have  the  honor  to  confirm,  on  behalf  of  my  Government,  that 
your  letter  expresses  our  understanding  of  Canada's  investment 
policies  concerning  the  oil  and  gas  and  uranium  mining  industries. 

I  further  have  the  honor  to  confirm  that  your  letter  of  May  12, 
1988  and  this  reply  constitute  an  agreement  between  our  two  Gov- 
ernments that  will  enter  into  force  on  this  day  and  that  it  shall  be 
considered  an  integral  part  of  the  Free  Trade  Agreement  when  the 
latter  enters  into  force. 
Sincerely, 


James  A.  Baker  III. 
Minister  of  Finance, 
Ottawa,  Ontario,  May  12,  1988. 
Hon.  James  A.  Baker  III, 
Secretary  of  the  Treasury, 
Washington,  DC. 

Dear  Mr.  Baker:  I  have  the  honour  to  inform  you  pursuant  to 
paragraph  4  of  Annex  1607.3  of  the  Free  Trade  Agreement  between 
Canada  and  the  United  States  of  America  signed  on  January  2, 
1988,  that  the  policies  described  below  constitute  the  published 
policies  respecting  Canada's  oil  and  gas  and  uranium  mining  indus- 
tries referred  to  in  that  paragraph. 

1.  THE  OIL  AND  GAS  INDUSTRY 

Canadian  published  policy  respecting  the  acquisition  by  foreign 
investors  of  oil  and  gas  businesses  in  Canada  contains  the  following 
provisions  of  relevance  to  the  Investment  Canada  Act.  The  policy 
provides  that,  in  reviewing  acquisitions,  the  Minister  responsible 
for  Investment  Canada  will: 

(a)  disallow  the  direct  acquisition  of  a  healthy  Canadian-con- 
trolled business  with  assets  of  at  least  $5  million; 

(b)  consider  allowing  the  direct  acquisition  of  a  Canadian- 
controlled  business  with  assets  of  at  least  $5  million  that  is  in 
clear  financial  difficulty.  In  such  cases  the  Minister  would 
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review  the  proposed  foreign  acquisition  to  evaluate  its  net  ben- 
efit to  Canada  and  could  negotiate,  as  necessary,  undertakings 
by  the  acquiror  in  relation  to  the  review  criteria. 

(c)  normally  allow  the  direct  acquisition  of  a  foreign-con- 
trolled business  with  assets  of  at  least  $5  million,  subject  to  an 
agreement  with  the  acquiror  on  conditions  related  to  Canadian 
ownership  and  investment  spending;  and 

(d)  normally  allow  the  indirect  acquisition  of  a  foreign-con- 
trolled business  with  assets  of  at  least  $50  million,  subject  to 
an  agreement  with  the  acquiror  on  conditions  related  to  Cana- 
dian ownership  and  investment  spending. 

2.  THE  URANIUM  INDUSTRY  POLICY   (ANNOUNCED  ON  DECEMBER  23, 

1987) 

Investment  Canada's  review  threshold  levels  are  $5  million  in 
assets  for  direct  acquisitions  and  $50  million  in  assets  for  indirect 
acquisitions  for  the  uranium  industry.  In  reviewing  an  acquisition 
in  the  uranium  industry,  the  Minister  responsible  for  Investment 
Canada  applies  the  following  policy: 

(a)  Non-resident  ownership  of  a  uranium  mining  property 
shall  be  limited  to  49  percent  at  the  stage  of  first  production. 

(b)  Non-resident  ownership  levels  of  a  uranium  mining  prop- 
erty in  excess  of  49  per  cent  shall  be  permited  if  it  can  be  es- 
tablished that  the  property  is  in  fact  Canadian-controlled  as 
defined  in  the  Investment  Canada  Act. 

(c)  Exemptions  to  the  policy  may  be  granted  if  it  can  be  es- 
tablished that  Canadian  partners  cannot  be  found. 

(d)  Properties  that  were  ''grandfathered"  under  the  policy 
exisiting  prior  to  December  23,  1987  continue  to  be  grandfa- 
thered, subject  to  not  increasing  their  existing  non-resident 
ownership  levels. 

(e)  The  offer  of  a  three-year  grace  period  beyond  first  produc- 
tion (available  to  companies  under  the  policy  in  force  prior  to 
December  23,  1987  before  they  must  meet  the  non-resident 
ownership  requirement)  shall  continue  to  apply  under  the  cur- 
rent policy  only  for  agreeements  reached  within  the  twelve 
month  period  commencing  December  23,  1987;  and  properties 
covered  under  such  agreements  must  be  brought  into  produc- 
tion within  seven  years  of  signing  such  agreements. 

It  is  understood  that,  given  that  these  are  grandfathered  policies, 
they  may  be  liberalized  but  cannot  be  made  more  restrictive. 

I  would  be  grateful  if  you  would  confirm,  on  behalf  of  your  Gov- 
ernment, that  the  above  paragraphs  express  your  understanding  of 
Canada's  investment  policies  concerning  the  oil  and  gas  and  urani- 
um mining  industries. 

I  have  the  honour  to  propose  that  this  letter,  which  is  authentic 
in  English  and  French,  and  your  letter  of  confirmation  in  reply, 
constitue  an  agreement  between  our  two  Governments  to  enter 
into  force  on  the  date  of  your  letter  in  reply  and  that  it  be  consid- 
ered an  integral  part  of  the  Free  Trade  Agreement  when  the  letter 
enters  into  force. 

Yours  sincerely, 

Michael  H.  Wilson. 
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U.S.  House  of  Representatives, 
Committee  on  Energy  and  Commerce, 

Washington,  DC,  May  6,  1988. 
Hon.  Clayton  K.  Yeutter, 
U.S.  Trade  Representative, 
Washington,  DC. 

Dear  Mr.  Yeutter:  Since  Subcommittee  Chairman  Florio  and  I 
last  wrote  to  you  concerning  the  U.S.-Canada  Trade  Agreement, 
the  Committee  has  noticed  an  article  in  the  May  5,  1988  edition  of 
Inside  The  White  House  that  negotiations  have  just  been  "finished" 
regarding  some  "side  letters"  related  to  the  Agreement.  The  letters 
with  Canada  are  "to  clarify  which  Canadian  restrictions  on  U.S.  in- 
vestment in  the  energy  sector  would  be  allowed  to  remain  in 
place." 

I  request  a  copy  of  all  letters,  when  they  are  final,  related  to  the 
Agreement  that  have  been  negotiated,  as  well  as  an  explanation  of 
their  purpose  and  the  reasons  for  negotiating  them.  Please  also 
identify  all  other  negotiations  now  underway  that  are  likely  to 
result  in  "side"  letters  or  agreements  and  indicate  their  status.  I 
also  understand  that  there  are  changes  in  the  "confidential"  draft 
legislation  (such  as  page  4)  that  have  not  been  provided  to  all  the 
Committees.  I  request  a  copy  of  all  of  the  revised  pages. 

As  you  can  imagine,  it  is  difficult  for  the  Committee  to  evaluate 
these  matters  in  a  timely  fashion  if  we  are  not  provided  all  of  the 
documents.  I  know  you  do  not  want  to  avoid  those  difficulties  and 
to  avoid  delay.  I  request  your  reply  to  these  matters  within  the 
next  several  days. 


With  best  wishes. 
Sincerely, 


John  D.  Dingell, 

Chairman. 


The  U.S.  Trade  Representative, 
Executive  Office  of  the  President, 

Washington,  DC. 
Hon.  John  D.  Dingell, 

Chairman,  Committee  on  Energy  and  Commerce, 
House  of  Representatives,  Washington,  DC 

Dear  Mr.  Chairman:  Thank  you  for  your  letter  of  April  19 
transmitting  additional  questions  regarding  the  U.S.-Canada  Free 
Trade  Agreement  (FTA).  The  Administration's  response  are  as  fol- 
lows: 

Question  1.  In  your  letter,  you  said  that  as  of  February,  you 
lacked  information  about  what  Canadian  laws  and  regulations 
"need  to  be  amended."  Have  you  better  information  now? 

Response.  The  FTA  sets  out  a  large  number  of  obligations  for 
both  parties,  most  of  which  are  cast  in  general  terms  (such  as  vari- 
ations on  a  "national  treatment"  obligation),  others  of  which  are 
more  specific  {e.g.,  Article  903  prohibition  on  non-reciprocal  export 
taxes  on  energy  products),  and  a  few  that  require  a  party  to  make 
particular  amendments  in  existing  law  {e.g..  Article  2007  requires 
Canada   to   eliminate   the    "print-in-Canada"    requirement   in   its 


44 

Income  Tax  Act).  With  respect  to  the  latter  category  of  changes, 
the  Administration  is  of  course  aware  of  those  Canadian  laws  and 
regulations  that  will  need  to  be  amended  to  bring  Canada  into  con- 
formity with  the  FTA.  The  list  of  such  amendments  can  be  gleaned 
from  the  FTA  itself;  for  example,  the  measures  listed  in  annexes  to 
Chapters  4  and  9. 

With  respect  to  the  other  two  categories  of  obligations,  it  is  not 
feasible  at  this  time  to  compile  a  precise  list  of  amendments  that 
might  be  required  in  order  for  Canada  to  honor  its  commitments 
under  the  FTA.  This  is  due  principally  to  the  fact  that  Canada  may 
legitimately  choose  to  honor  many  of  the  obligations  in  the  FTA  in 
any  one  of  a  variety  of  ways — including  by  amendment  or  repeal  of 
any  of  one  or  more  existing  statutes  or  regulations  in  a  particular 
sphere,  the  adoption  of  new  laws  or  regulations,  the  administrative 
reinterpretation  of  existing  measures,  executive  proclamation, 
change  in  administrative  procedure,  policy,  or  practice  under  exist- 
ing discretionary  legal  standards,  or  simply  by  choosing  not  to 
apply  existing  privisions  of  law.  Indeed,  if  Canada  chooses  in  its  im- 
plementing legislation  to  have  the  FTA  preempt  existing  Canadian 
law,  Canada  could  choose  to  leave  certain  inconsistent  measures  in 
place,  rendering  them  without  legal  effect  as  they  applied  to  U.S. 
goods,  services,  and  investments  under  the  FTA. 

The  Administration  intends  closely  to  examine  Canada's  imple- 
menting legislation,  together  with  changes  in  current  Canadian 
procedure,  policy,  and  practice,  to  ensure  that  they  bring  Canada 
satisfactorily  into  compliance  with  its  obligations  at  the  time  the 
FTA  enters  into  effect.  In  its  scrutiny  of  such  changes,  the  Admin- 
istration intends  to  rely  not  only  on  its  own  knowledge  of  current 
Canadian  measures  at  variance  with  the  FTA,  but  also  on  the  pri- 
vate sector,  which  has  day-to-day  experience  with  the  operation 
and  effect  of  Canadian  governmental  actions.  We  would  encourage 
you  to  request  interested  constituents  in  your  district  to  examine 
carefully  Canadian  implementing  actions  and  to  bring  to  our  atten- 
tion any  federal  or  provincial  laws  or  regulations  which  will  need 
to  be  changed. 

Question  2.  In  reply  to  our  question  1,  you  indicate  that  it  is  up 
to  Canada  *'to  determine  how  provincial  compliance  will  be 
achieved,  just  as  it  is  our  responsibility  to  ensure  state  compli- 
ance." It  is  my  understanding  that  the  legislation  will  make  it 
clear  that  the  Free  Trade  Agreement  (and  the  application  thereof) 
wil  not  be  superior  or  prevail  where  there  is  a  conflicting  Federal 
statute  (inlcuding,  we  presume,  court  interpretations  thereof),  but 
it  might  prevail  over  conflicting  State  law.  Is  that  correct?  Please 
explain. 

During  hearings,  Administration  witnesses  indicated  an  inten- 
tion, not  previously  mentioned,  of  including  some  specific  language 
regarding  State  laws  regulating  or  taxing  insurance.  Please  explain 
in  greater  detail  why  such  a  specific  provision  is  required  by  the 
Agreement  and  indicate  how  that  is  consistent  or  inconsistent  with 
present  Federal  law  regarding  the  role  of  States  in  insurance  mat- 
ters. Also  how  would  this  provision  be  enforced  and  how  would  it 
affect  the  insurance  industry  and  consumers? 

Response.  The  relationship  between  the  FTA  and  federal  law  de- 
pends on  the  provisions  of  the  implementing  act.  While  a  number 
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of  approaches  is  possible,  the  Ways  and  Means  and  Finance  Com- 
mittees seem  to  be  nearing  a  consensus  on  the  approach  stated  in 
your  letter.  This  version  of  the  implementing  act  would  specifically 
amend  certain  existing  provisions  of  federal  law,  and  add  certain 
new  provisions,  in  order  to  bring  the  United  States  into  compliance 
with  the  FTA.  But  the  act  would  also  declare  that  the  FTA  does 
not  take  precedence  over  existing  federal  statutes  that  might  be  in 
conflict  with  the  FTA.  Under  this  approach,  cou/ts — and  the  Exec- 
utive Branch — would  try  to  determine  whether  a  particular  statute 
could  be  interpreted  consistently  with  the  FTA,  but  would  be  re- 
quired to  give  precedence  to  the  statute  over  the  FTA  in  the  event 
of  an  actual  conflict. 

The  proposed  implementing  act  language  you  refer  to  is  neces- 
sary by  virtue  of  section  2  of  the  McCarran-Ferguson  Act  (15  U.S.C. 
1012),  which  states  that  no  federal  statute  shall  be  construed  to  su- 
percede any  state  law  regulating  the  business  of  insurance  unless 
the  federal  statute  "specifically  relates  to  the  business  of  insur- 
ance." Several  provisions  of  the  FTA  (for  example,  Chapters  14,  re- 
lating to  services,  and  16,  governing  investment)  do  apply  to  state 
and  provincial  measures  regulating  the  insurance  business,  al- 
though "grandfathering"  provisions  in  the  FTA  limit  the  Agree- 
ment's application  to  further  such  measures  only.  Given  the  re- 
quirement of  the  McCarran-Ferguson  Act,  the  implementing  act 
must  make  specific  reference  to  the  business  of  insurance  in  order 
for  the  FTA's  provisions  covering  the  insurance  business  to  be 
given  effect  with  respect  to  state  insurance  laws. 

Although  the  insurance  business  must,  for  statutory  reasons,  be 
specifically  mentioned  in  the  implementing  act,  insurance  is  in 
every  other  respect  treated  in  the  same  way  under  the  FTA  and 
the  implementing  bill  as  other  services  covered  under  the  Agree- 
ment. As  mentioned  above,  neither  the  implementing  act  nor  the 
FTA  will  have  any  immediate  impact  on  state  or  federal  regulation 
of  insurance  matters  since  existing  measures  regarding  covered 
services  and  investments  are  "grandfathered"  under  the  Agree- 
ment. 

With  respect  to  future  measures,  the  Agreement  principally  re- 
quires the  states  and  federal  government  to  afford  "national  treat- 
ment" to  Canadian  insurance  providers,  both  with  respect  to  their 
provision  of  insurance  services  and  to  investments  in  the  insurance 
business.  "National  treatment"  does  not  necessarily  require  identi- 
cal treatment,  however.  States  may  treat  Canadian  insurance  pro- 
viders differently  than  local  such  providers  when  the  difference  in 
treatment  is  necessary  for  prudential,  fiduciary,  health  and  safety, 
or  consumer  protection  reasons  provided  that  the  treatment  accord- 
ed to  Canadian  firms  is  equivalent  in  effect  to  that  accorded  local 
providers. 

The  Administration  has  consulted  closely  with  the  insurance  in- 
dustry and  the  states  concerning  the  national  treatment  require- 
ment and  does  not  anticipate  that  it  will  have  any  adverse  impact 
on  state  regulation  of  the  insurance  industry,  on  the  industry 
itself,  or  on  consumers.  Indeed,  we  are  advised  that  current  state 
laws  regarding  out-of-state  insurance  providers  generally  afford 
"national  treatment"  to  foreign  insurance  firms. 
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Question  3.  In  regard  to  the  Agreement's  Annex  regarding  the 
Bonneville  Power  Administration's  Intertie  Access  Policy,  enclosed 
is  a  March  8,  1988  letter  the  Committee  received  from  the  Califor- 
nia Energy  Commission.  The  Committee  requests  your  comments 
on  the  Commission's  letter  in  consultation  with  BPA  and  the  Secre- 
tary of  Energy.  Do  you  agree  that  the  fears  raised  by  the  Commis- 
sion are  real  and  that  some  Congressional  discussion  is  needed? 
Please  explain. 

Response.  We  do  not  believe  there  should  be  cause  for  concern 
regarding  the  effect  of  the  Agreement  on  the  relationship  between 
BPA  and  California  utilities.  We  have  consulted  with  BPA  and  the 
Department  of  Energy  on  this  question.  The  Administration  posi- 
tion on  this  is  as  stated  in  the  USTR  letter  enclosed  in  the  Califor- 
nia Energy  Commission's  letter.  The  Agreement  deals  only  with 
the  international  trade  aspects  of  the  complex  West  Coast  electrici- 
ty market,  and  specifies  that  Canadian  utilities  should  be  accorded 
treatment  no  less  favorable  than  that  accorded  comparably  situat- 
ed U.S.  utilites.  The  Agreement  takes  no  position  regarding  the 
BPA  policy  of  distinguishing  among  different  groups  of  U.S.  utili- 
ties. We  believe  it  should  be  possible  to  agree  on  report  language  to 
clarify  this  situation,  should  the  Committee  consider  it  necessary, 
and  will  be  pleased  to  work  with  Committee  staff  and  all  interested 
parties  to  develop  such  language. 

Question  4-  A  representative  of  the  United  Auto  Workers  recent- 
ly testified  before  the  Committee  on  Ways  and  Means  about  the 
Agreement.  He  said: 

The  UAW  has  a  significant  interest  in  the  terms  of  the 
United  States-Canada  "Free  Trade  Agreement"  because 
Canada  is  the  largest  trading  partner  of  the  U.S.,  and  auto 
trade  is  such  a  large  proportion  of  that  trade.  We  have 
concluded  that  the  agreement  does  not  satisfactorily  ad- 
dress the  interests  of  American  auto  workers,  nor  does  it 
promote  the  U.S.  emplojnnent  and  production  needed  to 
reduce  the  U.S.  trade  deficit  with  Canada. 

The  provisions  of  the  agreement  related  to  auto  trade 
fail  to  eliminate  the  inequities  in  U.S.  and  Canadian  im- 
plementation of  the  Auto  Pact  and  the  growing  use  of  im- 
ported parts  is  not  sufficiently  discouraged.  Thousands  of 
American  auto  workers'  jobs  would  be  at  risk  under  the 
Canadian  value-added  requirements  (safeguards)  imposed 
on  Canadian  auto  producers  to  continue,  while  the  U.S. 
has  no  similar  requirements.  The  continuation  of  these 
one-sided  provisions  under  the  FTA  would  protect  the  al- 
ready disproportionately  large  Canadian  assembly  capacity 
if  cutbacks  in  overall  North  American  production  take 
place. 

Under  the  FTA,  the  North  American  value  required  of 
vehicles  to  qualify  for  duty-free  entry  into  the  U.S.  would 
be  too  low  to  prevent  serious  erosion  in  the  North  Ameri- 
can content  of  vehicles  produced  by  the  U.S.-based  compa- 
nies or  to  significantly  increase  the  North  American  value 
included  in  transplants.  The  auto  provision  of  the  FTA 
leave  Canadian  production  incentives  for  Honda,  Toyota 
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and  Hyundai  in  place  until  1996.  This  is  nothing  less  than 
a  subsidy  of  Canadian  production,  much  of  which  will  be 
sold  in  the  U.S.  These  "duty  remission"  provisions  give  Ca- 
nadian parts  producers  an  advantage  over  U.S.  sources  in 
obtaining  supply  contracts  with  the  transplants. 

Problems  with  the  auto  provisions  of  the  FTA  would  be 
sufficient  to  cause  serious  UAW  reservations  regarding  the 
agreement.  Unfortunately,  there  are  other  provisions  that 
present  similar  problems.  Canada's  economy  now  has  sig- 
nificantly more  government  intervention  than  the  U.S. 
and  the  agreement  tends  to  lock  in  that  imbalance.  The 
issue  that  fueled  Canada's  interest  in  these  negotiations, 
the  application  of  U.S.  trade  laws  to  Canada,  was  resolved 
with  some  precedents  that  are  unsettling  to  American 
workers.  The  antidumping  and  countervailing  duty  laws  of 
both  countries  would  remain  in  effect  for  five  years,  while 
negotiations  to  establish  a  new  system  for  treating  prod- 
ucts unfairly  shipped  between  the  U.S.  and  Canada  pro- 
ceed. American  workers  have  nothing  to  gain  by  treating 
unfairly  traded  Canadian  goods  under  domestic  antitrust 
law  rather  than  the  current  trade  statutes.  Developing  a 
list  of  unacceptable  subsidies  would  be  equally  unsatisfac- 
tory. The  FTA  contains  another  provision  that  would 
change  the  procedures  for  handling  Section  201  cases. 
Achieving  relief  for  a  U.S.  industry  from  Canadian  imports 
could  be  more  difficult  under  these  circumstances. 

The  result  of  the  negotiations  with  Canada  is  more 
"standstill"  agreement  than  a  "free  trade"  agreement.  It 
permits  impediments  to  free  trade  in  a  variety  of  impor- 
tant industries.  We  expect  that  the  FTA,  on  its  own  and  as 
a  precedent  for  the  GATT  round,  will  provide  even  better 
opportunities  for  American  corporations  to  serve  markets 
abroad,  but  in  a  way  that  offers  little  benefit  to  American 
workers.  The  UAW  strongly  believes  that  adoption  of  this 
agreement  would  not  serve  the  interest  of  our  members  or 
other  workers  throughout  the  nation.  There  is  no  evidence 
that  this  agreement  would  contribute  to  reducing  the  U.S. 
trade  deficit  with  Canada  or  significantly  expand  nation- 
wide employment  opportunities  for  American  workers. 

On  April  26,  1988  (the  same  day  Prime  Minister  Mulroney  is  now 
scheduled  to  be  in  the  U.S.  and  address  the  Congress),  the  Presi- 
dent of  the  UAW  will  testify  before  the  Subcommittee  on  Com- 
merce, Consumer  Protection,  and  Competitiveness.  We  request 
your  comments  on  these  matters. 

As  you  have  observed  in  your  letter,  the  duty  remission  program 
for  Honda  Canada  Inc.,  Hyundai  Auto  Canada  Inc.,  Toyota  Manu- 
facturing Canada,  Inc.,  and  CAMI  Automotive  Inc.  will  continue  to 
be  operative  (despite  its  illegality)  until  January  1996.  The  reason 
you  give  is  that  the  "Canadian  Government  was  not  willing  to 
renege  on  contractual  obligations  made  in  return  for  investment  al- 
ready in  place  or  started."  It  appears  therefore  that  the  U.S.  has 
acceded  to  that  spurious  contention,  even  though  in  an  April  30, 
1986  memorandum,  the  Trade  Representative's  General  Counsel 
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said  such  a  program  would  likely  be  considered  "a  production  sub- 
sidy subject  to  the  reporting  on  consultation  procedures  in  GATT 
Article  XVI,  and  the  Subsidies  Code."  Later  in  July  22,  1986  memo- 
randum to  you,  the  Greneral  Counsel  specifically  said  this  program 
was  "inconsistent  with  Article  9  of  the  Subsidies  Code." 

While  your  reply  to  my  question  32(c)  is  informative  and  helpful, 
the  fact  remains  that  if  Congress  approves  this  Agreement  between 
the  U.S.  and  Canada  it  would  appear  to  have  sanctioned  this  illegal 
act  on  the  part  of  Canada  untU  1996.  That  is  extremely  troubling 
particularly  if  the  concerns  expressed  by  the  State  of  Michigan  on 
March  1,  1988  to  the  Ways  and  Meauis  Committee  (as  well  as  those 
expressed  by  the  UAW)  are  correct. 

In  our  view,  this  is  a  matter  that  needs  further  consideration  as 
you  work  with  Congress  and  this  Committee  to  develop  the  appro- 
priate legislation.  The  potential  discrimination  feared  by  many 
must  be  avoided  if  Canada  is  going  to  have  its  say  regarding  these 
contractual  arrangements,  particularly  when  the  contracts  them- 
selves are  apparently  not  available  to  the  Congress  or  others.  Your 
assurances  and  thoughts  in  this  regard  are  essential. 

Response.  Automotive  trade  issues  were  some  of  the  most  diffi- 
cult issues  for  us  to  address  in  the  Canada-U.S.  Free  Trade  Agree- 
ment negotiations.  Unfortunately,  the  Canadian  Government  was 
just  not  politically  in  a  position  to  re-negotiate  the  1965  Auto  Pact 
which  permitted  the  so-called  Canadian  ''safeguards".  Had  we  in- 
sisted on  their  doing  so,  there  would  have  been  no  Agreement  and 
the  substantial  benefits  of  the  Agreement  would  not  be  reaped.  In- 
stead we  were  able  to  bring  the  negotiations  to  a  successful  conclu- 
sion, although  we  were  admittedly  not  able  to  achieve  all  our  goals. 
In  the  automotive  sector  specifically,  we  were  not  able  to  address 
all  measures  which  distort  bilateral  trade;  however,  the  trade  situ- 
ation under  the  Agreement  will  be  a  significant  improvement  over 
the  present  situation. 

Since  the  Auto  Pact  could  not  be  renegotiated,  we  sought,  alter- 
natively, to  fence  off  the  Auto  Pact  and  create  an  alternative  chan- 
nel for  automotive  trade  under  the  Free  Trade  Agreement  that 
would  not  only  be  eventually  free  of  all  tariff  barriers,  but  other 
trade  distortions  as  well.  We  believe  that  we  have  largely  achieved 
this  result  in  the  Agreement. 

The  Canadian  participants  in  the  Auto  Pact  will  be  limited  to  its 
current  members  and  pact-like  benefits  will  be  restricted  to  only 
those  applicants  from  a  prescribed  list  who  qualify  by  the  1989 
model  year.  This  will  freeze  the  application  of  Canadian  perform- 
ance requirements  related  to  the  Auto  Pact  and  the  extension  of 
multilateral  sourcing  benefits  to  new  participants. 

With  respect  to  the  treatment  of  automotive  trade  under  the 
Agreement,  a  number  of  beneficial  changes  in  automotive  trade 
were  negotiated.  For  example,  under  the  Agreement,  bilateral  tar- 
iffs on  autos  and  trucks  and  parts  for  use  as  original  equipment 
will  be  phased  out  over  10  years.  Tariffs  on  aftermarket  parts  will 
be  eliminated  over  5  years. 

Under  the  Free  Trade  Agreement  and  after  the  phase  out  of 
duties,  firms  will  have  a  choice  for  purposes  of  duty-free,  bilateral 
trade,  or  continuing  to  operate  under  the  Auto  Pact  and  meeting 
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the  Canadian  peformance  requirements,  or  to  trade  under  the 
Agreement  and  not  be  subject  to  any  performance  requirements. 

Under  the  Agreement,  eligibility  for  FTA-tariff  treatment  will  be 
determined  by  a  new,  more  stringent  rule  of  origin  based  on  50  per- 
cent North  American  (U.S.  and  Canada)  materials  and  direct  cost 
of  processing.  This  new  rule  will  also  apply  to  imports  into  the  U.S. 
under  the  Auto  Pact. 

Under  the  Free  Trade  Agreement,  certain  customs  provisions, 
Foreign  Trade  Zones,  and  duty  drawback,  which  served  to  encour- 
age the  use  of  imported  automotive  parts  can  no  longer  be  used  to 
escape  import  duties  for  exports  between  Canada  and  the  United 
States  after  1994. 

Canada  has  agreed  to  eliminate  its  duty  remission  programs 
which  many  have  felt  had  been  distorting  bilateral  trade  in  recent 
years.  The  programs  conditioned  on  export  performance,  which 
were  specifically  cited  as  inconsistent  with  GATT  obligations  by  my 
General  Counsel,  will  be  eliminated  with  respect  to  exports  to  the 
United  States  immediately  upon  implementation  of  the  FTA  and 
with  respect  to  third  country  exports  by  January  1,  1998.  Those 
programs  conditioned  on  Canadian  production  performance  re- 
quirements (and  not  previously  cited  by  my  General  Counsel  as  in- 
consistent with  GATT  obligations)  will  be  terminated  by  January  1, 
1996. 

By  approving  and  implementing  this  Agreement,  Congress  will 
not  have  '*.  .  .  sanctioned  this  illegal  act  on  the  part  of  Canada 
until  1996";  rather  the  Congress  will  be  accepting  the  Canadian 
government's  agreement  for  immediate  termination  of  duty  remis- 
sions based  on  exports  to  the  United  States  by  January  1,  1989,  and 
based  on  exports  to  third  countries  by  January  1,  1998;  and  the 
elimination  of  the  production  based  requirements  within  six  years. 
With  respect  to  either  of  these  Canadian  performance  require- 
ments or  those  maintained  by  Canada  under  the  Auto  Pact,  we 
have  reserved  all  our  GATT  rights  as  well  as  preserved  the  private 
course  of  action  available  under  U.S.  law  for  U.S.  industries  to  seek 
relief  from  subsidies  which  are  found  to  materially  injure  them. 

Lastly,  with  respect  to  concerns  stated  in  the  UAW  testimony 
with  respect  to  the  use  of  section  201,  we  do  not  agree  that  the 
FTA  will  make  it  more  "difficult"  to  obtain  import  relief.  The 
Agreement  does  nothing  that  would  reduce  the  ability  of  the 
United  States  to  use  Article  XIX  of  the  GATT  to  provide  a  remedy 
for  those  industries  or  workers  being  seriously  injured  by  a  sub- 
stantial increase  in  imports.  What  the  Agreement  does  provide  is 
that  both  Canada  and  the  U.S.  will  exclude  the  other  from  global 
import  relief  action  unless  bilateral  imports  are  substantial  and 
are  contributing  importantly  to  the  serious  injury  or  threat  of  seri- 
ous injury.  And  even  if  Canada  were  initially  excluded  from  any 
potential  relief  action  by  this  provision,  the  Agreement  permits  the 
U.S.  subsequently  to  include  Canada  in  a  global  action  should  a 
surge  of  imports  emanate  from  Canada.  The  Agreement  also  pro- 
vides for  bilateral  relief  actions  during  the  10-year  transition 
period  phasing  out  tariffs.  This  in  no  way  can  be  envisioned  as  re- 
ducing the  relief  currently  available  under  section  201  nor  making 
the  seeking  of  such  relief  more  difficult. 
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Besides  the  long-range  benefits  of  the  Agreement  for  the  two 
economies,  we  believe  that  the  Agreement  clearly  provides  for  freer 
trade  in  the  automotive  sector  to  the  benefit  of  both  industry  and 
labor.  We  also  believe  that  the  report  of  the  select  panel,  provided 
for  by  the  Agreement,  will  point  out  other  areas  where  the  two 
governments  can  completely  eliminate  any  residual  trade  distor- 
tions and  improve  the  international  competitiveness  of  the  indige- 
nous automotive  industry. 

Question  5.  In  response  to  my  question  32(b),  the  Commerce  De- 
partment said  the  "rule  of  origin  for  the  FTA  will  be  used  to  deter- 
mine whether  a  vehicle  is  Canadian  and  eligible  for  duty-free  treat- 
ment entry"  into  the  U.S.  The  Department  then  states: 

To  confer  eligibility  for  FTA  tariff  treatment,  the  rule  of 
origin  requires  sufficient  processing  in  the  United  States 
or  Canada  of  third-country  products  to  result  in  a  pre- 
scribed change  in  tariff  classification  under  the  harmo- 
nized system.  Where  numerous  parts  from  the  U.S., 
Canada  and  third-countries  are  assembled  together,  this 
change  in  tariff  classification  rule  alone  may  not  be  ade- 
quate to  ensure  that  substantial  work  is  performed  in  the 
United  States  and  Canada.  Therefore,  in  these  cases,  the 
FTA  rule  is  supplemented  with  a  50  percent  North  Ameri- 
can content  test  that  is  based  on  the  value  of  North  Amer- 
ican materials  and  direct  cost  of  processing  as  a  percent- 
age of  the  total  value  of  materials  and  direct  cost  of  proc- 
essing. This  same  50  percent  test  applies  to  motor  vehicles. 

The  FTA  rule  of  origin  is  a  better  rule  than  the  Auto 
Pact  rule  (the  current  rule)  because  it  excludes  profits  and 
costs  that  are  not  part  of  the  manufacturing  process. 
These  exclusions  make  it  harder  for  producers  to  manipu- 
late the  numbers  (e.g.,  increase  its  profit  margin)  to  meet 
the  origin  requirement. 

In  commenting  on  this  percentage,  a  State  of  Michigan  repre- 
sentative pointed  out  its  deficiencies.  He  said: 

The  new  Rule  of  Origin,  while  tougher,  is  too  low.  It 
does  not  provide  enough  incentive  for  vehicle  manufactur- 
ers to  source  the  engine  and  transmission  in  the  U.S.  or 
Canada. 


The  engine  and  transmission  represent  approximately  30 
percent  of  the  total  manufacturing  costs  of  a  vehicle.  As  a 
result:  vehicle  manufacturers  in  Canada,  specifically  those 
operating  under  the  Auto  Pact,  will  be  able  to  import 
duty-free  engines  and  transmissions  having  an  origin  other 
than  United  States  and/or  Canadian,  assemble  these  com- 
ponents in  vehicles  in  Canada,  and  qualify  such  vehicles 
for  duty-free  treatment  when  entering  the  U.S. 

But  the  problems  of  the  Rule  of  Origin  go  beyond  the 
manufacturer's  sourcing  of  the  engine  and  transmission. 
Not  all  automotive  parts  are  subject  to  the  50  percent  re- 
quirement. The  reality  is  that  the  50  percent  Rule  of 
Origin  could  be  much  less. 
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The  Rule  of  Origin  makes  it  possible  for  certain  automo- 
tive parts  to  be  determined  of  Canadian  origin,  even 
though  all  the  steel,  aluminum,  plastic,  or  other  materials 
used  in  the  part  are  imported  from  third  countries,  and 
the  amount  of  processing  in  Canada  equals  less  than  50 
percent.  For  those  parts,  Canadian  origin  is  conferred 
when  a  change  in  tariff  classification  takes  place.  When 
exported  to  the  United  States,  it  would  enter  duty-free. 

In  addition,  inclusion  of  such  parts  in  vehicles  built  in 
Canada  would  allow  the  manufacturer  to  count  that  part 
as  entirely  of  Canadian  origin  for  purposes  of  determining 
whether  the  vehicle  is  eligible  for  duty-free  treatment 
when  exported  to  the  United  States.  This  would  also  be 
the  case  for  subcomponents  of  engines  and  transmissions, 
which  of  themselves  must  also  meet  the  50  percent  Rule  of 
Origin. 

We  request  your  comments.  Is  the  State  right?  Could  the  50  per- 
cent requirement  actually  result  in  a  lower  North  American  con- 
tent? Is  it  a  floor?  Please  explain.  What  is  the  ''magic"  in  that  per- 
centage? How  can  this  be  improved  in  the  legislation? 

Response.  Let  me  first  address  the  points  raised  by  the  State  of 
Michigan: 

(a)  Can  a  vehicle  be  treated  as  Canadian,  and  eligible  for  duty 
preference,  if  the  engine  and  drive  train  representing  approximate- 
ly 30  percent  of  the  vehicle's  value  are  from  a  third  country? 

This  can  happen  under  the  FT  A  rule  of  origin,  just  as  it  can 
happen  under  the  current  Auto  Pact  rules.  However,  under  the 
FTA  rule  of  origin,  at  least  50  percent  of  the  materials  and  direct 
cost  of  processing  must  be  Canadian  or  U.S.  Under  the  Auto  Pact 
rule,  there  is  no  minimum  requirement  for  U.S.  or  Canadian  mate- 
rials or  processing;  instead,  the  foreign  content  is  limited  to  50  per- 
cent of  the  total  value  of  the  vehicle  for  customs  purposes  (includ- 
ing profit  and  all  overhead).  Therefore,  under  the  Auto  Pact,  if  the 
third  country  content  amounts  to  45  percent  of  a  vehicle's  value, 
the  Canadian  content  amounts  to  35  percent,  and  the  profit  and 
overhead  amount  to  20  percent,  the  vehicle  is  eligible  for  tariff 
preference,  even  though  only  35  percent  of  the  value  is  attributable 
to  Canadian  materials  and  processing.  Under  the  FTA  rules,  the 
Canadian  content  (materials  and  processing)  for  this  same  vehicle 
would  have  to  amount  to  at  least  50  percent. 

(b)  Does  the  rule  of  origin  make  it  possible  for  certain  automotive 
parts  to  be  determined  of  Canadian  origin,  even  though  all  the 
steel,  aluminum,  plastic,  or  other  materials  are  imported  from 
third  countries  and  the  amount  of  Canadian  processing  is  less  than 
50  percent? 

The  FTA  rules  of  origin  do  not  require  that  products  be  made 
wholly  of  materials  obtained  in  the  United  States  or  Canada  in 
order  to  be  eligible  for  tariff  preference.  It  is  understood  that  in 
some  cases  materials  obtained  from  third  countries  will  be  used  to 
make  new  products  in  the  U.S.  or  Canada.  However,  in  determin- 
ing whether  products  made  from  third-country  materials  are  eligi- 
ble for  tariff  preference,  the  FTA  rules  of  origin  effectively  require 
that  the  third-country  materials  be  substantially  processed  and 
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transformed  into  a  different  commercial  article.  Although  each  of 
the  individual  rules  of  origin  in  the  FTA  does  not  require  that  an 
explicit  50  percent  value-content  test  be  met,  it  is  believed  that  this 
effective  requirement  for  substantial  processing  and  substantial 
transformation  ensures  that  third-country  materials  will  not 
become  eligible  for  tariff  preference  as  a  result  of  relatively  super- 
ficial processing  in  the  U.S.  or  Canada. 

(c)  Can  vehicle  parts  that  are  not  wholly  of  Canadian  materials 
be  counted  as  Canadian  for  the  purpose  of  meeting  the  50  percent 
value-content  test  on  finished  vehicles? 

As  noted  above,  articles  that  are  not  wholly  of  U.S.  or  Canadian 
materials  may  become  treated  as  U.S.  or  Canadian  if  the  third- 
country  materials  have  been  sufficiently  processed  (in  the  U.S. 
and/or  Canada)  to  satisfy  one  of  the  individual  ruless  of  origin. 
Each  of  these  rules  effectively  requires  substantial  processing  and 
substantial  transformation,  and  may  in  addition  require  explicitly 
that  a  50  percent  value-content  test  be  met.  In  the  case  of  vehicle 
parts,  if  one  of  the  rules  of  origin  is  satisfied,  then  the  finished  ve- 
hicle part  is  considered  as  Canadian  (or  United  States,  even  though 
it  may  contain  some  third-country  materials. 

On  the  other  hand,  there  will  be  situations  in  which  a  vehicle 
part  is  manufactured  from  third-country  materials  but  the  process- 
ing involved  does  not  meet  one  of  the  rules  of  origin.  In  that  case, 
none  of  the  value  of  that  part  may  be  considered  as  U.S.  or  Canadi- 
an, even  though  processing  costs  were  incurred  in  one  of  those 
countries. 

(d)  Could  the  50  percent  requirement  actually  result  in  a  lower 
North  American  content? 

As  noted  in  the  first  part  of  this  answer,  the  50  percent  require- 
ment in  the  FTA  rule  is  a  minimum  requirement  for  U.S.  and/or 
Canadian  materials  and  direct  costs  of  processing.  The  Auto  Pact 
rule  is  a  maximum  limit  (50  percent)  on  third  country  materials; 
therefore,  it  permits  auto  parts  to  be  eligible  for  tariff  preference 
with  less  than  50  percent  Canadian  content.  In  this  sense,  the  FTA 
value-content  requirement  is  clearly  stronger. 

Fifty  percent  is  not  a  magical  number.  It  is  used  in  the  FTA  rule 
of  origin  for  assembled  products  of  various  kinds  (not  just  automo- 
tive products)  because  it  will  assure  a  substantial  amount  of  U.S. 
and/or  Canadian  automotive  components  were  incorporated  in 
automobiles  meeting  the  rule  r  origin. 

The  statement  that  not  all  automotive  products  are  subject  to 
the  50  percent  test  is  correct.  Finished  vehicles  and  major  compo- 
nents like  the  drive  train  and  transmission  imported  directly  from 
Canada  are  subject  to  the  test.  It  is  not  correct  to  infer  that  the 
rule  of  origin  for  products  not  subject  to  the  50  percent  test  is 
easier  to  meet.  The  change  in  classification  test  requires  substan- 
tial North  American  processing,  which  may  exceed  the  50  percent 
test  in  many  cases. 

The  statement  that  components  are  considered  U.S.  or  Canadian 
for  purposes  of  the  50  percent  test  if  third-country  imports  are  suf- 
ficiently processed  to  meet  the  FTA  rule  of  origin  is  correct.  Thus, 
if  a  firm  in  Canada  buys  tires  made  in  Canada  from  third  country 
rubber  and  puts  the  tires  on  an  automobile,  the  full  value  of  the 
tire  counts  as  Canadian.  This  approach  is  used  in  the  Israeli  FTA, 
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CBI,  GSP  and  headnote  3(a),  which  applies  to  insular  possessions. 
For  sophisticated  products,  it  is  too  difficult  administratively  to  follow 
multi-staged  production  processes  for  all  components  back  to  the 
raw  materials  to  subtract  out  any  foreign  value. 

The  FTA  permits  changes  in  the  rule  of  origin  when  both  the 
U.S.  and  Canadian  Governments  agree.  It  is  our  intent  to  use  these 
procedures  to  change  the  rule  of  origin  when  appropriate  to  correct 
inequities  and  to  adjust  for  changes  in  technology  and  products. 
This  procedure  could  be  used  to  seek  Canadian  agreement  to  a 
higher  North  American  content  test.  To  be  consistent  with  current 
practice  on  issues  affecting  origin  determination,  we  would  like 
proclamation  authority  to  implement  agreed  changes  quickly. 
Sincerely, 

Clayton  Yeutter. 

U.S.  House  of  Representatives, 
Committee  on  Energy  and  Commerce, 

Washington,  DC,  April  19,  1988. 
Hon.  Clayton  Yeutter, 
U.S.  Trade  Representative, 
Washington,  DC. 

Dear  Ambassador  Yeutter:  Thank  you  for  your  reply  of  Febru- 
ary 23,  1988  to  the  Committee's  letter  of  last  November  concerning 
the  U.S.-Canada  Free  Trade  Agreement.  The  Committee  also  ap- 
preciates your  "assurances"  that  the  ''Executive  Branch  expects  to 
consult  closely  with  the  Congress  in  the  preparation  of  the  bill." 
That  is  welcome.  However,  as  far  as  we  can  tell  there  has  been 
little  contact  directly  with  this  Committee  over  the  matter.  Hope- 
fully, that  will  improve  in  the  weeks  ahead. 

While  the  reply  was  quite  helpful,  there  are  some  matters  that 
continue  to  concern  the  Committee.  Some  of  these  are  with  the 
draft  Agreement  itself.  Some  grow  out  of  your  response  and  others 
result  from  our  hearings  and  other  examinations  of  the  matter.  To 
help  us  further,  the  Committee  requests  your  reply  within  30  days 
after  receipt  of  this  letter  to  the  following  matters: 

(1)  In  your  letter,  you  said  that  as  of  February,  you  lacked  infor- 
mation about  what  Canadian  laws  and  regulations  ''need  to  be 
amended."  Have  you  better  information  now? 

(2)  In  reply  to  our  question  1,  you  indicate  that  it  is  up  to  Canada 
"to  determine  how  provincial  compliance  will  be  achieved,  just  as 
it  is  our  responsibility  to  ensure  state  compliance."  It  is  my  under- 
standing that  the  legislation  will  make  it  clear  that  the  Free  Trade 
Agreement  (and  the  application  thereof)  will  not  be  superior  or  pre- 
vail where  there  is  a  conflicting  Federal  statute  (including,  we  pre- 
sume, court  interpretations  thereof),  but  it  might  prevail  over  con- 
flicting State  law.  Is  that  correct?  Please  explain. 

During  hearings,  Administration  witnesses  indicated  an  inten- 
tion, not  previously  mentioned,  of  including  some  specific  language 
regarding  State  laws  regulating  or  taxing  insurance.  Please  explain 
in  greater  detail  why  such  a  specific  provision  is  required  by  the 
Agreement  and  indicate  how  that  is  consistent  or  inconsistent  with 
present  Federal  law  regarding  the  role  of  States  in  insurance  mat- 
ters. Also  how  would  this  provision  be  enforced  and  how  would  it 
affect  the  insurance  industry  and  consumers? 
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(3)  In  regards  to  the  Agreement's  Annex  regarding  the  Bonne- 
ville Power  Administration's  Intertie  Access  Policy,  enclosed  is  a 
March  8,  1988  letter  the  Committee  received  from  the  California 
Energy  Commission.  The  Committee  requests  your  comments  on 
the  Commission's  letter  in  consultation  with  BPA  and  the  Secre- 
tary of  Energy.  Do  you  agree  that  the  fears  raised  by  the  Commis- 
sion are  real  and  that  some  Congressional  discussion  is  needed? 
Please  explain. 

(4)  A  representative  of  the  United  Auto  Workers  recently  testi- 
fied before  the  Committee  on  Ways  and  Means  about  the  Agree- 
ment. He  said: 

The  UAW  has  a  significant  interest  in  the  terms  of  the 
United  States-Canada  ''Free  Trade  Agreement"  because 
Canada  is  the  largest  trading  partner  of  the  U.S.,  and  auto 
trade  is  such  a  large  proportion  of  that  trade.  We  have 
concluded  that  the  agreement  does  not  satisfactorily  ad- 
dress the  interests  of  American  auto  workers,  nor  does  it 
promote  the  U.S.  employment  and  production  needed  to 
reduce  the  U.S.  trade  deficit  with  Canada. 

The  provisions  of  the  agreement  related  to  auto  trade 
fail  to  eliminate  the  inequities  in  U.S.  and  Canadian  im- 
plementation of  the  Auto  Pact  and  the  growing  use  of  im- 
ported parts  is  not  sufficiently  discouraged.  Thousands  of 
American  auto  workers'  jobs  would  be  at  risk  under  the 
agreement's  terms.  The  FTA  would  allow  the  production 
and  Canadian  value-added  requirements  (safeguards)  im- 
posed on  Canadian  auto  producers  to  continue,  while  the 
U.S.  has  no  similar  requirements.  The  continuation  of 
these  one-sided  provisions  under  the  FTA  would  protect 
the  already  disproportionately  large  Canadian  assembly 
capacity  if  cutbacks  in  overall  North  American  production 
take  place. 

Under  the  FTA,  the  North  American  value  required  of 
vehicles  to  qualify  for  duty-free  entry  into  the  U.S.  would 
be  too  low  to  prevent  serious  erosion  in  the  North  Ameri- 
can content  of  vehicles  produced  by  the  U.S.-based  compa- 
nies or  to  significantly  increase  the  North  American  value 
included  in  transplants.  The  auto  provisions  of  the  FTA 
leave  Canadian  production  incentives  for  Honda,  Toyota 
and  Hyundai  in  place  until  1996.  This  is  nothing  less  than 
a  subsidy  of  Canadian  production,  much  of  which  will  be 
sold  in  the  U.S.  These  "duty  remission"  provisions  give  Ca- 
nadian parts  producers  an  advantage  over  U.S.  sources  in 
obtaining  supply  contracts  with  the  transplants. 

Problems  with  the  auto  provisions  of  the  FTA  would  be 
sufficient  to  cause  serious  UAW  reservations  regarding  the 
agreement.  Unfortunately,  there  are  other  provisions  that 
present  similar  problems.  Canada's  economy  now  has  sig- 
nificantly more  government  intervention  than  the  U.S. 
and  the  agreement  tends  to  lock  in  that  imbalance.  The 
issue  that  fueled  Canada's  interest  in  these  negotiations, 
the  application  of  U.S.  trade  laws  to  Canada,  was  resolved 
with  some  precedents  that  are  unsettling  to  American 
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workers.  The  anti-dumping  and  countervailing  duty  laws 
of  both  countries  would  remain  in  effect  for  five  years, 
while  negotiations  to  establish  a  new  system  for  treating 
products  unfairly  shipped  between  the  U.S.  and  Canada 
proceed.  American  workers  have  nothing  to  gain  by  treat- 
ing unfairly  traded  Canadian  goods  under  domestic  anti- 
trust law  rather  than  the  current  trade  statutes.  Develop- 
ing a  list  of  unacceptable  subsidies  would  be  equally  un- 
satisfactorily. The  FTA  contains  another  provision  that 
would  change  the  procedures  for  handling  Section  201 
cases.  Achieving  relief  for  a  U.S.  industry  from  Canadian 
imports  could  be  more  difficult  under  these  circumstances. 
The  result  of  the  negotiations  with  Canada  is  more  a 
"standstill"  agreement  than  a  'Tree  trade"  agreement.  It 
permits  impediments  to  free  trade  in  a  variety  of  impor- 
tant industries.  We  expect  that  the  FTA,  on  its  own  and  as 
a  precedent  for  the  GATT  round,  will  provide  even  better 
opportunities  for  American  corporations  to  serve  markets 
abroad,  but  in  a  way  that  offers  little  benefit  to  American 
workers.  The  UAW  strongly  believes  that  adoption  of  this 
agreement  would  not  serve  the  interests  of  our  members 
or  other  workers  throughout  the  nation.  There  is  no  evi- 
dence that  this  agreement  would  contribute  to  reducing 
the  U.S.  trade  deficit  with  Canada  or  significantly  expand 
nationwide  employment  opportunities  for  American  work- 
ers. 

On  April  26,  1988  (the  same  day  Prime  Minister  Mulroney  is  now 
scheduled  to  be  in  the  U.S.  and  address  the  Congress),  the  Presi- 
dent of  the  UAW  will  testify  before  the  Subcommittee  on  Com- 
merce, Consumer  Protection,  and  Competitiveness.  We  request 
your  comments  on  these  matters. 

As  you  have  observed  in  your  letter,  the  duty  remission  program 
for  Honda  Canada  Inc.,  Hyundai  Auto  Canada  Inc.,  Toyota  Manu- 
facturing Canada,  Inc.,  and  CAMI  Automotive  Inc.  will  continue  to 
be  operative  (despite  its  illegality)  until  January  1986.  The  reason 
you  give  is  that  the  "Canadian  Government  was  not  willing  to 
renege  on  contractual  obligations  made  in  return  for  investment  al- 
ready in  place  or  started."  It  appears  therefore  that  the  U.S.  has 
acceded  to  that  spurious  contention,  even  though  in  an  April  30, 
1986  memorandum,  the  Trade  Representative's  General  Counsel 
said  such  a  program  would  likely  be  considered  "a  production  sub- 
sidy subject  to  the  reporting  on  consultation  procedures  in  GATT 
Article  XVI,  and  the  Subsidies  Code."  Later  in  a  July  22,  1986 
memorandum  to  you,  the  General  Counsel  specifically  said  this 
program  was  "inconsistent  with  Article  9  of  the  Subsidies  Code." 

While  your  reply  to  my  question  32  (c)  is  informative  and  help- 
ful, the  fact  remains  that  if  Congress  approves  this  Agreement  be- 
tween the  U.S.  and  Canada  it  would  appear  to  have  sanctioned  this 
illegal  act  on  the  part  of  Canada  until  1996.  That  is  extremely  trou- 
bling particularly  if  the  concerns  expressed  by  the  State  of  Michi- 
gan on  March  1,  1988  to  the  Ways  and  Means  Committee  (as  well 
as  those  expressed  by  the  UAW)  are  correct. 


56 

In  our  view,  this  is  a  matter  that  needs  further  consideration  as 
you  work  with  Congress  and  this  Committee  to  develop  the  appro- 
priate legislation.  The  potential  discrimination  feared  by  many 
must  be  avoided  if  Canada  is  going  to  have  its  way  regarding  these 
contractual  arrangements,  particularly  when  the  contracts  them- 
selves are  apparently  not  available  to  Congress  or  others.  Your  as- 
surances and  thoughts  in  this  regard  are  essential. 

(5)  In  response  to  my  question  32  (b),  the  Commerce  Department 
said  the  ''rule  of  origin  for  the  FT  A  will  be  used  to  determine 
whether  a  vehicle  is  Canadian  and  eligible  for  duty-free  treatment 
entry"  into  the  United  States.  The  Department  then  states: 

To  confer  eligibility  for  FTA  tariff  treatment,  the  rule  of 
origin  requires  sufficient  processing  in  the  United  States 
or  Canada  or  third-country  products  to  result  in  a  pre- 
scribed change  in  tariff  classification  under  the  harmo- 
nized system.  Where  numerous  parts  from  the  United 
States,  Canada  and  third-countries  are  assembled  together, 
this  change  in  tariff  classification  rule  alone  may  not  be 
adequate  to  ensure  that  substantial  work  is  performed  in 
the  United  States  and  Canada.  Therefore,  in  these  cases, 
the  FTA  rule  is  supplemented  with  a  50  percent  North 
American  content  test  that  is  based  on  the  value  of  North 
American  materials  and  direct  cost  of  processing  as  a  per- 
centage of  the  total  value  of  materials  and  direct  cost  of 
processing.  This  same  50  percent  test  applies  to  motor  ve- 
hicles. 

The  FTA  rule  of  origin  is  a  better  rule  than  the  Auto 
Pact  rule  (the  current  rule)  because  it  excludes  profits  and 
costs  that  are  not  part  of  the  manufacturing  process. 
These  exclusions  make  it  harder  for  producers  to  manipu- 
late the  numbers  (e.g.,  increase  its  profit  margin)  to  meet 
the  origin  requirement. 

In  commenting  on  this  percentage,  a  State  of  Michigan  repre- 
sentative pointed  out  its  deficiencies.  He  said: 

The  new  Rule  of  Origin,  while  tougher,  is  too  low.  It 
does  not  provide  enough  incentive  for  vehicle  manufactur- 
ers to  source  the  engine  and  transmission  in  the  United 
States  or  Canada. 


The  engine  and  transmission  represent  approximately  30 
percent  of  the  total  manufacturing  costs  of  a  vehicle.  As  a 
result:  vehicle  manufacturers  in  Canada,  specifically  those 
operating  under  the  Auto  pact,  will  be  able  to  import  duty- 
free engines  and  transmissions  having  an  origin  other 
than  United  States  and/or  Canadian,  assemble  these  com- 
ponents in  vehicles  in  Canada,  and  qualify  such  vehicles 
for  duty-free  treatment  when  entering  the  United  States. 

But  the  problems  of  the  Rule  of  Origin  go  beyond  the 
manufacturer's  sourcing  of  the  engine  and  transmission. 
Not  all  automotive  parts  are  subject  to  the  50  percent  re- 
quirement. The  reality  is  that  the  50  percent  Rule  of 
Origin  could  be  much  less. 
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The  Rule  of  Origin  makes  it  possible  for  certain  automo- 
tive parts  to  be  determined  of  Canadian  origin,  even 
though  all  the  steel,  aluminum,  plastic,  or  other  materials 
used  in  the  part  are  imported  from  third  countries,  and 
the  amount  of  processing  in  Canada  equals  less  than  50 
percent.  For  those  parts,  Canadian  origin  is  conferred 
when  a  change  in  tariff  classification  takes  place.  When 
exported  to  the  United  States,  it  would  enter  duty-free. 

In  addition,  inclusion  of  such  parts  in  vehicles  built  in 
Canada  would  allow  the  manufacturer  to  count  that  part 
as  entirely  of  Canadian  origin  for  purposes  of  determining 
whether  the  vehicle  is  eligible  for  duty-free  treatment 
when  exported  to  the  U.S.  This  would  also  be  the  case  for 
subcomponents  of  engines  and  transmissions,  which  of 
themselves  must  also  meet  the  50  percent  Rule  of  Origin. 

We  request  your  comments.  Is  the  State  right?  Could  the  50  per- 
cent requirement  actually  result  in  a  lower  North  American  con- 
tent? Is  it  a  floor?  Please  explain.  What  is  the  "magic"  in  that  per- 
centage? How  can  this  be  improved  in  the  legislation? 

We  are  aware  of  efforts  to  make  improvements  in  this  matter 
that  were  apparently  unsuccessful.  Clearly,  the  matter  needs  more 
examination  as  we  consider  the  Agreement,  including  the  legisla- 
tion. 
With  best  wishes. 
Sincerely, 

John  D.  Dingell, 
Chairman,  Committee  on  Energy  and  Commerce. 
James  J.  Florio, 
Chairman,  Subcommittee  on  Commerce, 
Consumer  Protection  and  Competitiveness. 


California  Energy  Commission, 

Sacramento,  CA,  March  8,  1988. 
Hon.  John  D.  Dingell, 
House  of  Represen ta ti ves, 
Ray  burn  House  Office  Building,  Washington,  DC. 

UNITED  STATES/CANADA  FREE  TRADE  AGREEMENT 

Dear  Mr.  Dingell:  I  am  writing  concerning  the  United  States/ 
Canada  Free  Trade  Agreement,  which  the  House  Subcommittee  on 
Energy  and  Power  will  consider  on  March  9,  1988.  I  am  particular- 
ly concerned  about  a  provision  in  the  Annex  to  the  Agreement  that 
could  be  read  as  sanctioning  a  discriminatory  electric  transmission 
access  policy  implemented  by  the  Bonneville  Power  Administration 
(BPA).  BPA's  current  and  proposed  Intertie  Access  Policies  result 
in  severely  restricting  competition  amongst  buyers  and  sellers  in 
the  Western  electricity  market.  The  current  policy  has  virtually 
eliminated  transmission  access  for  Canadian  sellers  of  electricity 
who  had  previously  enjoyed  fairly  open  access  to  the  California 
market  and  the  proposed  policy  would  continue  restrictions  on  po- 
tential Canadian  electricity  sales. 
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California  buys  a  substantial  amount  of  power  from  BPA.  Indeed, 
BPA's  two  largest  single  customers,  and  three  of  its  largest  eight 
customers,  are  California  utilities.  California  also  purchases  sur- 
plus power  from  other  utilities  in  the  Pacific  Northwest  and 
Canada.  Northwest  and  Canadian  energy  that  is  delivered  to  Cali- 
fornia flows  over  a  group  of  transmission  lines  known  collectively 
as  the  Pacific  Intertie.  BPA  owns  80  percent  of  the  northern  part 
of  the  Intertie;  the  other  20  percent  is  owned  by  two  Northwest  in- 
vestor-owned utilities.  Below  the  Oregon  border,  ownership  nd  con- 
tractual rights  to  Intertie  capacity  are  shared  by  eleven  California 
utilities  (both  investor-  and  publicly-owned),  a  consortium  of  munic- 
ipal utilities,  and  the  Western  Area  Power  Administration. 

Before  1984,  these  surplus  energy  transactions  were  made  in  a 
competitive  market  which  ensured  that  no  seller  could  charge  un- 
reasonable prices  to  California  utilities.  During  this  period,  BPA 
generally  made  capacity  on  its  portion  of  the  Intertie  available  to 
any  nonfirm  energy  sellers  who  could  negotiate  deals  with  Califor- 
nia buyers.  This  resulted  in  a  rough  natural  market  equilibrium 
between  Northwest  sellers  and  California  buyers.  In  addition,  Ca- 
nadian utilities  had  direct  access  to  the  Intertie  and  thus  were  full 
participants  in  the  market. 

In  1984,  however,  BPA,  looking  for  ways  to  increase  its  revenues 
from  California  sales  in  order  to  avoid  rate  increases  to  its  North- 
west customers,  adopted  its  Near  Term  Intertie  Access  Policy.  That 
policy  replaced  the  former  free  market  situation  with  an  anticom- 
petitive allocation  scheme  whereby  each  Northwest  seller  receives 
access  to  a  fixed  share  of  Intertie  capacity,  thereby  creating  a 
"mini-monoply"  for  each  seller  that  insulates  him  from  any  price 
competition.  Moreover,  Canadian  utilities  were  granted  no  direct 
access  except  when  no  Pacific  Northwest  utility  has  energy  to  sell. 
This  allows  BPA  or  other  Northwest  utilities  to  purchase  Canadian 
energy  and  pass  it  through  to  California  at  marked-up  prices, 
adding  no  value  to  the  product  ultimately  delivered.  BPA  has  pro- 
posed a  Long  Term  Intertie  Access  Policy,  scheduled  for  adoption 
in  April  1988,  that  would  continue  (and  even  make  worse)  this  anti- 
competitive scheme. 

BPA's  Intertie  Access  Policies  are  inconsistent  with  BPA's  statu- 
tory responsibilities.  The  applicable  statutes,  enacted  in  1964  and 
1974,  provide  that  BPA  may  use  its  portion  of  the  northern  part  of 
the  Intertie  for  its  own  needs  first,  but  that  any  surplus  capacity 
must  be  made  available  ''to  all  utilities"  on  a  "fair  and  nondiscrim- 
inatory basis."  (16  U.S.C.  §§837e  and  838d  [emphasis  added].)  The 
Ninth  Circuit  Court  of  Appeals,  acting  on  a  limited  record  and  in  a 
divided  2-1  decision,  has  upheld  the  validity  of  the  Near  Term 
policy  {Cal  En.  Res.  Cons.  &  Devel.  Comm'n  v.  BPA,  831  F.2d  1467 
(9th  Cir.  1987),  but  the  parties  still  have  an  opportunity  to  seek 
U.S.  Supreme  Court  review.  Moreover,  BPA's  upcoming  Long  Term 
policy  is  not  even  final  yet,  and  will  be  subject  to  judicial  review  in 
the  Ninth  Circuit  upon  its  adoption. 

Our  primary  concern  with  the  Free  Trade  Agreement  is  that  on- 
going judicial  review  of  the  Intertie  Access  Policy  should  not  be  dis- 
rupted by  Congressional  action  that  BPA  could  argue  implies  ap- 
proval of  the  Policy,  even  when  no  such  Congressional  intent 
exists.  Paragraph  2  of  Annex  905.2  of  the  Agreement  states  that 
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BPA's  Intertie  Access  policy  shall  afford  to  British  Columbia  Hydro 
"treatment  no  less  favorable  than  the  most  favorable  treatment  af- 
forded to  utilities  located  outside  the  Pacific  Northwest."  Arguably, 
this  passage  could  be  interpreted  to  sanction  BPA's  existing  policy 
of  discrimination  against  U.S.  utilities  outside  of  the  Pacific  North- 
west {e.g.,  those  in  California).  Indeed,  BPA  has  argued  as  much  to 
the  Ninth  Circuit  Court  of  Appeals.  However,  since  this  matter  is 
still  subject  to  litigation,  it  is  essential  that  Congress  make  clear 
that  the  Trade  Agreement  is,  at  worst,  neutral  with  respect  to  Cali- 
fornia's contentions  that  BPA  has  no  statutory  authority  to  dis- 
criminate against  utilities  outside  the  Northwest  when  allocating 
transmission  capacity. 

The  Office  of  the  U.S.  Trade  Representative  agrees  with  us  that 
the  Free  Trade  Agreement  was  not  intended  to  deal  in  any  way 
with  the  validity  of  BPA's  decision  to  discriminate  against  some 
U.S.  utilities.  The  attached  letter  from  the  Office's  chief  U.S.  nego- 
tiator for  the  energy  chapter  of  the  Agreement  states  that: 

[T]he  trade  negotiators  did  not  intend  that  the  FTA 
should  require  a  particular  outcome  in  pending  litigation 
with  respect  to  the  Intertie  Access  Policy.  *  *  *  The  FTA 
is  silent  on  the  question  of  distinctions  made  between  dif- 
ferent U.S.  utilities  regarding  access. 

The  California  Energy  Commission  therefore  respectfully  urges 
the  Congress  to  clarify  the  meaning  and  intent  of  Annex  905.2 
along  the  lines  discussed  above.  We  have  attached  to  this  letter 
proposed  language  to  that  effect  that  we  believe  would  be  appropri- 
ate for  inclusion  in  the  Congressional  report  on  the  Agreement. 

I  thank  you  for  the  opportunity  to  comment  on  this  important 
issue.  I  would  ask  that  you  make  this  letter  part  of  the  official 
record  of  your  consideration  of  the  Agreement.  Please  do  not  hesi- 
tate to  contact  me,  or  the  Commission's  General  Counsel,  William 
Chamberlain,  if  you  have  any  questions  or  comments  on  this 
matter. 

Sincerely, 

Charles  R.  Imbrecht, 

Chairman. 

Proposed  Explanatory  Language 

In  providing  that  Canadian  utilities  shall  be  treated  no  less  fa- 
vorably than  United  States  utilities  outside  the  Pacific  Northwest 
region,  the  agreement  takes  no  position  on  the  legality  or  appropri- 
ateness of  discrimination  that  may  now  exist  between  United 
States  utilities  within  and  without  the  Pacific  Northwest  region. 
The  Congress  recognizes  that  the  proper  interpretation  of  existing 
statutes  directing  the  Bonneville  Power  Administration  in  its  ad- 
ministration of  federal  transmission  lines  (16  U.S.C.  §§  837e  and 
838d)  is  currently  being  litigated  in  the  Ninth  Circuit  Court  of  Ap- 
peals and  may  be  addressed  ultimately  in  the  United  States  Su- 
preme Court.  The  conferees  intend  that  any  such  litigation,  includ- 
ing the  pending  cases,  should  proceed  and  be  decided  on  its  own 
merits  by  the  courts,  free  of  any  implication  that  by  approving  this 
Trade  Agreement,  Congress  has  in  some  way  approved  or  disap- 
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proved  current  interpretations  of  law  by  the  Bonneville  Power  Ad- 
ministration in  its  Intertie  Access  Policy. 

January  29,  1988. 
William  M.  Chamberlain,  Esq., 
General  Counsel,  California  Energy  Commission, 
Sacramento,  CA. 

Dear  Mr.  Chamberlain:  I  apologize  for  not  having  responded 
sooner  to  your  letter  of  December  10  regarding  the  question  of  the 
recently  negotiated  U.S.-Canada  Free  Trade  Agreement  (FTA)  and 
its  impact  on  the  Bonneville  Power  Administration  (BPA)  Intertie 
Access  Policy. 

As  chief  U.S.  negotiator  for  the  energy  chapter  of  the  FTA,  I  can 
confirm  that  the  trade  negotiators  did  not  intend  that  the  FTA 
should  require  a  particular  outcome  in  pending  litigation  with  re- 
spect to  the  Intertie  Access  Policy.  The  provisions  of  Annex  905.2  of 
the  FTA  regarding  access  by  Canada  to  the  BPA  Intertie  are  in- 
tended to  affirm  the  principle  of  national  treatment  in  this  situa- 
tion, specifically,  that  Canadian  utilities  outside  the  Pacific  North- 
west should  not  receive  less  favorable  treatment  with  respect  to  In- 
tertie access  than  comparably  situated  U.S.  utilities. 

The  FTA  is  silent  on  the  question  of  distinctions  made  between 
different  U.S.  utilities  regarding  access.  Should  pending  litigation 
result  in  a  change  in  the  relative  access  to  the  Intertie  for  U.S. 
utilities  outside  the  Pacific  Northwest  which  are  in  a  comparable 
situation  to  Canadian  utilities  seeking  such  access,  the  FTA  merely 
requires  that  the  Canadian  utilities'  access  not  be  less  favorable 
than  that  of  those  U.S.  utilities. 

I  hope  these  comments  help  to  clarify  the  questions  raised  in 
your  letter.  If  I  can  be  of  further  assistance,  please  let  me  know. 
Sincerely, 

R.A.  Reinstein, 
Director,  Energy  and  Natural  Resources. 


The  White  House, 
Washington,  DC,  May  9,  1988. 
Hon.  John  D.  Dingell, 

Chairman,  Committee  on  Energy  and  Commerce,  House  of  Repre- 
sentatives, Washington,  DC 

Dear  Mr.  Chairman:  Thank  you  for  your  March  9  letter  express- 
ing concern  over  the  cultural  exemption  in  the  U.S.-Canada  Free 
Trade  Agreement  (FTA)  and  seeking  information  regarding  negoti- 
ations on  film  distribution. 

After  extensive  discussion  and  negotiation,  what  finally  emerged 
in  the  Agreement  on  culture  might  be  described  as  a  standoff. 
Canada  is  exempt  from  the  Agreement  for  measures  they  think 
necessary  to  protect  their  cultural  industries.  However,  if  Canada 
uses  this  exemption  in  a  way  that  harms  the  commercial  interests 
of  our  industries,  we  are  likewise  exempt  from  the  Agreement  for 
countermeasures  we  might  take  to  offset  the  economic  harm. 
Under  the  Agreement,  we  can  take  measures  of  "equivalent  com- 
mercial effect"  if  Canada  takes  action  that  would  violate  the  FTA 
if  it  weren't  for  this  cultural  exemption. 
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This  is  not  an  ideal  solution  by  any  means,  but  we  believe  that 
the  exemption  for  retaliatory  measures  puts  a  powerful  tool  in  the 
hands  of  the  President.  Retaliation,  of  course,  is  not  the  objective, 
but  rather  a  means  to  deter  unwarranted  action.  Any  Canadian 
Government  will  have  to  think  twice  before  taking  actions  that  can 
result  in  other  Canadian  industries  paying  the  price  via  retaliatory 
U.S.  restrictions. 

As  you  know,  discussions  concerning  Canadian  film  distribution 
have  been  taking  place  for  a  number  of  months  between  represent- 
atives of  the  U.S.  film  industry  and  the  Canadian  Government,  and 
we  believe  the  problem  is  now  resolved.  On  May  5,  1988,  Canada's 
Minister  of  Communications,  Flora  MacDonald,  announced  pro- 
posed legislation  that  provides  guidelines  for  distribution  of  films 
in  Canada  by  U.S.  companies.  This  plan  improves  considerably  the 
distribution  proposal  announced  last  year.  The  Canadian  Parlia- 
ment must  approve  the  legislation,  and  we  hope  this  matter  finally 
will  be  put  to  rest. 


With  best  wishes, 
Sincerely, 


Howard  H.  Baker,  Jr., 
Chief  of  Staff  to  the  President. 


The  Secretary  of  Commerce, 
Washington,  DC,  February  23,  1988. 
Hon.  John  Dingell, 

Chairman,  Committee  on  Energy  and  Commerce,  House  of  Repre- 
sentatives, Washington,  DC. 

Dear  Mr.  Chairman:  Enclosed  is  the  Department  of  Commerce's 
response  to  your  Committee's  questions  about  the  proposed  U.S.- 
Canada Free  Trade  Agreement.  We  regret  that  the  response  was 
delayed. 

We  worked  closely  with  the  U.S.  Trade  Representative  in  re- 
sponding to  your  Committee's  concerns  after  the  conclusion  of  the 
negotiations.  I  hope  you  find  this  information  useful. 

The  Department  of  Energy  and  the  Office  of  U.S.  Trade  Repre- 
sentative will  respond  separately  to  the  questions  which  fall  under 
their  jurisdiction. 
Sincerely, 

C.  William  Verity, 
Secretary  of  Commerce. 

Enclosure. 

Question  31a.  Please  provide  a  table  of  the  present  U.S./Canadi- 
an  tariffs  affected  by  this  Agreement  and  explain  when  the  phase 
out  will  begin  and  the  schedule  for  the  phase  out  by  each  country. 

Answer.  All  Canadian  and  American  tariffs  on  all  products  will 
be  eliminated  in  stages  by  January  1,  1998. 

Automobiles  and  automobile  parts  which  are  eligible  for  duty 
free  entry  under  the  Auto  Pact  will  continue  to  receive  duty  free 
treatment  in  Canada.  In  the  United  States,  automobiles  and  auto- 
mobile parts  which  are  eligible  for  duty  free  entry  under  the  Auto 
Pact  will  continue  to  receive  duty  free  treatment  only  if  the  new 
rule  of  origin  is  met.  The  duty  on  specified  after-market  automobile 
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parts  in  both  countries  will  be  reduced  in  stages  over  a  five  year 
period  (20% /year).  The  tariffs  on  all  other  non-Auto  Pact  eligible 
automotive  goods  will  be  reduced  in  stages  over  a  ten  year  period 
(10%/year). 

Please  see  attached  tables  from  each  country's  tariff  reduction 
schedule.  An  ''A"  in  the  staging  category  column  indicates  immedi- 
ate elimination  of  duties  on  January  1,  1989.  A  ''B"  in  the  staging 
category  column  indicates  a  phase-out  of  tariffs  over  a  five  year 
period,  beginning  on  January  1,  1989.  A  ''C"  in  the  staging  catego- 
ry column  indicates  ten  equal  cuts  of  ten  percent  beginning  on  Jan- 
uary 1,  1989.  The  letter  "D"  refers  to  those  tariffs  which  will 
remain  free. 

Question  Sib.  Does  Canada  also  have  a  system  of  penalties  or 
duties  and  are  they  covered  by  the  above  agreement.  For  example, 
will  Canada  retain  the  right  to  impose  a  duty  or  penalty  of  9.2  per- 
cent on  vehicle  manufacturers  subject  to  the  Auto  Pact?  If  yes, 
why? 

Answer.  If  current  Canadian  vehicle  manufacturers  receiving 
Pact  or  Pact-like  benefits  do  not  meet  the  performance  require- 
ments, they  will  be  liable  for  imposition  of  the  Most  Favored 
Nation  duty  (currently  9.2  percent)  on  third-country  imports. 
During  the  FTA  tariff  phase  out  period  while  tariffs  are  being  pro- 
gressively reduced,  the  maximum  tariff  Canada  could  impose  on 
U.S.-origin  imports  by  these  manufacturers  for  not  meeting  the 
performance  requirements  will,  of  course,  be  declining  to  zero.  For 
bilateral  trade  after  the  FTA  is  fully  phased-in,  Canadian  import- 
ers of  motor  vehicles  and  parts  from  the  United  States  which  meet 
the  FTA  rule  of  origin  will  not  be  liable  for  duties  on  imports  from 
the  United  States. 

Question  32b.  I  understand  that  the  U.S.  currently  allows  a 
motor  vehicle  manufactured  in  Canada  to  enter  the  U.S.  duty  free 
provided  that  at  least  50  percent  of  the  appraised  value  of  the  vehi- 
cle is  of  North  American  (U.S.  and  Canadian)  origin.  Under  the 
proposed  free  trade  agreement,  which  Standard  of  Preference — 50 
percent  North  American  value,  or  50  percent  ''direct  cost  of  manu- 
facturing"— will  govern  whether  any  vehicles  produced  by  manu- 
facturers receiving  production-based  duty  remissions  enter  the  U.S. 
duty  free  prior  to  1996?  What  is  the  impact  of  either? 

Answer.  After  implementation  of  the  U.S.-Canada  Free  Trade 
Agreement  in  1989,  the  rule  of  origin  for  the  FTA  will  be  used  to 
determine  whether  a  vehicle  is  Canadian  and  eligible  for  duty-free 
treatment  entry  into  the  United  States.  This  will  apply  in  all  cases, 
whether  or  not  the  producer  in  Canada  receives  production-based 
duty  remissions. 

To  confer  eligibility  for  FTA  tariff  treatment,  the  rule  of  origin 
requires  sufficient  processing  in  the  United  States  or  Canada  of 
third-country  products  to  result  in  a  prescribed  change  in  tariff 
classification  under  the  harmonized  system.  Where  numerous  parts 
from  the  United  States,  Canada  and  third-countries  are  assembled 
together,  this  change  in  tariff  classification  rule  alone  may  not  be 
adequate  to  ensure  that  substantial  work  is  performed  in  the 
United  States  and  Canada.  Therefore,  in  these  cases,  the  FTA  rule 
is  supplemented  with  a  50  percent  North  American  content  test 
that  is  based  on  the  value  of  North  American  materials  and  direct 
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cost  of  processing  as  a  percentage  of  the  total  value  of  materials 
and  direct  cost  of  processing.  This  same  50  percent  test  applies  to 
motor  vehicles. 

The  FTA  rule  of  origin  is  a  better  rule  than  the  Auto  Pact  rule 
(the  current  rule)  because  it  excludes  profits  and  costs  that  are  not 
part  of  the  manufacturing  process.  These  exclusions  make  it  harder 
for  producers  to  manipulate  the  numbers  (e.g.,  increase  its  profit 
margin)  to  meet  the  origin  requirement. 

Question  32d.  What  impact  will  this  program  have  on  the  loca- 
tion decisions  of  U.S.  and  foreign-owned  parts  suppliers  seeking  to 
expand  or  invest  in  North  America? 

Answer.  The  economics  of  the  market  place  and  the  investment 
climate  in  each  country  will  have  far  greater  impacts  on  such  deci- 
sions. The  production-based  duty  remission  program  has  been 
frozen  and  will  terminate  not  later  than  January  1,  1996  or  before 
as  current  contracts  expire.  The  export-based  duty  remission  pro- 
gram has  been  eliminated  for  exports  to  the  United  States  after 
January  1,  1989.  Therefore,  these  programs  will  have  little  or  no 
effect  on  location  decisions  of  U.S.  parts  suppliers  seeking  to 
expand  investment  in  North  America.  They  also  will  have  little  or 
no  impact  on  location  decisions  of  foreign-owned  parts  suppliers  be- 
cause the  companies  they  are  ostensibly  following  to  supply  will 
get  no  remission  on  Canadian  exports  to  the  United  States  and  no 
remission  for  exports  to  any  other  country  after  1998. 

Question  32.  I  understand  that  under  both  the  production  and 
export-based  duty  remission  programs,  Canada  entered  into  signed 
contracts  with  foreign-owned  vehicle  manufacturers  before  author- 
izing remissions.  What  would  allow  Canada  to  terminate  contracts 
with  manufacturers  under  the  export-based  duty  remission  pro- 
gram but  not  contracts  with  manufacturers  under  the  production- 
based  program?  Does  the  U.S.  accept  this  rationale  as  a  justifica- 
tion for  retaining  the  production-based  program?  If  yes,  why? 

Answer.  The  Canadian  export-based  duty  remission  orders  are 
renewable  on  an  annual  basis  and  could  thus  be  terminated  by 
January  1,  1989.  The  production-based  contracts  are  multi-year 
contracts.  Canadian  negotiators  insisted  that  these  contractual  obli- 
gations, made  in  return  for  investment  already  in  place  or  started, 
be  allowed  to  run  their  course.  Whether  one  accepts  their  rationale 
is  not  the  issue.  Rather,  the  immediate  termination  of  one  program 
was  negotiable,  the  other  was  not. 

Question  S3.  Under  the  proposed  agreement,  will  any  vehicle 
manufacturer  in  Canada  be  subject  to  the  Canadian  requirements 
of  the  Auto  Pact?  Please  explain. 

Answer.  Under  the  FTA,  those  firms  currently  receiving  the  ben- 
efits of  Auto  Pact  status  may  choose  to  continue  to  do  so.  In  such 
cases,  these  firms  will  continue  to  be  required  to  meet  the  perform- 
ance requirements  in  the  Auto  Pact.  With  enactment  of  the  FTA 
and  the  phase  out  of  duties,  these  firms  will  have  a  choice  for  pur- 
poses of  duty-free,  bilateral  trade,  of  continuing  to  comply  with 
these  requirements  or  to  trade  under  the  FTA  and  not  be  subject  to 
any  performance  requirements.  No  new  firms  will  be  eligible  to 
join  the  Auto  Pact  in  Canada. 

Question  33b.  Under  the  proposed  agreement,  could  a  U.S.-non- 
Canada  joint  venture  in  Canada  operate  under  the  terms  of  the 
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Auto  Pact?  How  will  future  joint  ventures  in  Canada  establishd 
with  U.S.-owned  vehicle  manufacturers  be  treated?  Will  they  be 
subject  to  the  requirements  of  the  Auto  Pact  or  subject  to  the  pro- 
visions not  applicable  to  Auto  Pact  companies? 

Answer.  Under  the  provisions  of  the  Free  Trade  Agreement, 
Canada  has  agreed  not  to  extend  Auto  Pact  or  Auto  Pact-like 
status  to  any  more  manufacturers.  Annex  1002.1  of  the  FTA  in- 
cludes a  list  of  those  companies  qualifying  for  customs  duty  waiv- 
ers. 

Among  those  firms  eligible  for  customs  duty  waivers  and/or  pro- 
duction duty  waivers  in  CAMI  Automotive  Inc.,  a  joint  venture 
betwen  Suzuki  and  General  Motors.  Future  joint  ventures  will  be 
eligible  for  Auto  Pact  status  only  if  a  company  now  eligible  for 
such  status  is  a  majority  owner  (51  percent  or  more)  of  the  joint 
venture.  If  a  joint  venture  meets  this  requirements,  it  can  trade  in 
automotive  products  either  within  or  outside  the  Auto  Pact  frame- 
work for  improts  into  Canada.  If  a  joint  venture  does  not  meet  this 
requirement,  it  can  only  trade  under  the  FTA  outside  the  Auto 
Pact. 

Question  33c.  If  Canadian  performance  requirements  of  the  Auto 
Pact  remain  intact,  and  vehicle  manufacturers  in  Canada  continue 
to  increase  imports  of  third-country  vehicles  and  parts  (whether 
under  continued  multilateral  implementation  under  the  Auto  Pact 
or  not),  how  will  this  situation  affect: 

(i)  the  ability  of  U.S.-based  parts  suppliers  to  sell  to  Canadi- 
an-based vehicle  manufacturers, 
(ii)  vehicle  production  in  the  United  States  and  Canada,  and, 
(iii)  vehicle  exports  to  the  United  States  from  Canada,  and  to 
Canada  from  the  United  States. 

Answer,  (i)  To  the  extent  that  Canadian  basd  vehicle  manufac- 
turers want  to  export  their  vehicles  to  the  United  States,  the  FTA 
will  improve  the  ability  of  U.S.  based  parts  suppliers  to  sell  to  Ca- 
nadian-based vehicle  manufacturer.  The  new  50  percent  test  in  the 
rule  of  origin  based  on  materials  and  direct  cost  of  manufacturing 
is  a  more  stringent  test  than  the  previous  50  percent  value-added 
standard  in  the  Auto  Pact.  For  imports  into  the  United  States,  the 
new  test  will  apply  to  both  Pact  members  and  those  Canadian 
firms  trading  under  the  FTA. 

(ii)  Investment  which  is  already  in  place  determines  the  current 
level  of  production.  Multilateral  sourcing  is  limited  by  the  60  per- 
cent Canadian  value-added  requirement  under  the  Auto  Pact  and 
the  new,  tougher  50  percent  materials  and  direct  cost  of  manufac- 
turing test  in  the  rule  of  origin  under  the  FTA.  However,  the  per- 
formance requirements  are  not  currently  driving  investment  deci- 
sions. The  FTA  will  diminish  the  importance  of  performance  re- 
quirements for  investment  decisions. 

(iii)  The  continuation  of  Auto  Pact  performance  requirements 
and  multilateral  sourcing  will  not  have  any  additional  effect  on  ex- 
ports to  the  United  States  of  cars  manufactured  in  Canada.  Under 
the  FTA,  more  U.S.  produced  vehicles  should  gain  access  into 
Canada  thus  increasing  U.S.  exports.  Moreover,  third  country  vehi- 
cles imported  into  Canada  under  miltilateral  sourcing  will  not 
come  into  the  United  States  duty  free  under  the  Auto  Pact.  They 
can  be  shipped  through  Canada  into  the  United  States,  but  they 
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would  have  to  pay  U.S.  duty  upon  entry  since  they  would  not  meet 
the  rule  of  origin  requirement. 

Question  33d.  I  understand  that  during  Congressional  hearings  in 
1965  to  consider  ratification  of  the  United  States-Canada  Automo- 
tive Agreement  (Auto  Pact),  officials  of  the  Department  of  Treas- 
ury stated  that  the  ''safeguards"  of  the  Auto  Pact  and  the  letters  of 
commitments  of  the  motor  vehicle  manufacturers  in  the  ''Letters  of 
Undertaking"  were  temporary.  Does  this  remain  the  U.S.  Govern- 
ment position?  When  did  or  will  the  safeguards  and  commitments 
expire?  What  do  you  believe  are  the  requirements  that  Canadian- 
based  vehicle  manufacturers  must  meet  in  order  to  achieve  Auto 
Pact  status? 

Answer.  The  Agreeent  Concerning  Automotive  Products  Between 
the  Government  of  the  United  States  of  America  and  the  Govern- 
ment of  Canada  (Auto  Pact)  defines  what  consitutes  an  eligible 
automotive  manufacturer  in  Canada: 

''Annex  A.2 

"(5)  'Manufacturer'  of  vehicles  of  any  following  class,  namely 
automobiles,  buses  or  specified  commercial  vehicles,  means,  in  rela- 
tion to  any  importation  of  goods  in  respect  of  which  the  description 
is  relevant,  a  manufacturer  that 

"(i)  produced  vehicles  of  that  class  in  Canada  in  each  of  the 
four  consecutive  three  months'  periods  in  the  base  year  ['the 
period  of  twelve  months  commencing  on  the  1st  day  of  August, 
1963  and  ending  on  the  31st  day  of  July,  1964'],  and 

"(ii)  produced  vehicles  of  that  class  in  Canada  in  the  period 
of  twelve  months  ending  on  the  31st  day  of  July  in  which  the 
importation  is  made, 

"(A)  the  ratio  of  the  net  sales  value  of  which  to  the  net 
sales  value  of  all  vehicles  of  that  class  sold  for  consump- 
tion in  Canada  by  the  manfacturer  in  that  period  is  equal 
to  or  higher  than  the  ratio  of  the  net  sales  value  of  all  ve- 
hicles of  that  class  produced  in  Canada  by  the  manufactur- 
er in  the  base  year  to  the  net  sales  value  of  all  vehicles  of 
that  class  sold  for  consumption  in  Canada  by  the  manufac- 
turer in  the  base  year,  and  is  not  in  any  case  lower  than 
seventy-five  to  one  hundred;  and 

"(B)  the  Canadian  value  added  of  which  is  equal  to  or 
greater  than  the  Canadian  value  added  of  which  is  equal 
to  or  greater  than  the  Canadian  value  added  of  all  vehicles 
of  that  class  produced  in  Canada  by  the  manufacturer  in 
the  base  year. 
While  the   1965  Agreement  prevents  Canada  from  bestowing 
Auto  Pact  status  upon  any  additional  Canadian-based  vehicle  man- 
ufacturers. Annex  A.3  of  the  same  Agreement  states: 

The  Government  of  Canada  may  designate  a  manufac- 
turer not  falling  within  the  categories  set  out  above  [in 
Annex  A.2]  as  being  entitled  to  the  benefit  of  duty  free 
treatment  in  respect  of  the  goods  described  in  this  annex. 

Canada  has  made  use  of  this  provision  by  granting  "Auto  Pact- 
like" status,  including  various  benefits,  to  a  number  of  manufactur- 
ers. Through  the  Free  Trade  Agreement,  Canada  has  agreed  to 
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limit  existing  Auto  Pact  and  Auto  Pact-like  benefits  to  those  firms 
listed  in  Annex  1002.1  of  the  FTA. 

The  United  States  Government  does  not  now  and  never  has  rec- 
ognized nor  accepted  the  validity  of  the  Letters  of  Undertaking  as 
a  requirement  for  Auto  Pact  status.  Those  were  private  agreements 
between  the  Government  of  Canada  and  the  firms  concerned. 

The  United  States  Government  has  always  regarded  the  Canadi- 
an "safeguards"  under  the  Auto  Pact  ais  transitional.  Several  dif- 
ferent Administrations  have  sought  their  elimination.  During  the 
FTA  negotiations,  negotiators  again  sought  their  elimination. 

Canadian  negotiators  made  it  clear  that  the  matter  was  not  ne- 
gotiable, and  if  the  U.S.  insisted,  there  would  be  no  FTA.  This  was 
a  credible  threat  given  the  political  situation  in  the  Province  of  On- 
tario where  most  of  the  automobile  industry  is  located. 

For  their  part,  the  largest  motor  vehicle  manufacturers  in 
Canada  have  adapted  to  the  safeguards  established  by  the  Govern- 
ment and  have  integrated  their  operations  with  United  States- 
based  affiliates  to  meet  these  commitments.  Given  business  deci- 
sions that  have  been  made  over  time,  together  with  current  market 
conditions,  the  immediate  elimination  of  these  safeguards  would 
not  substantially  alter  the  Canadian  value  added  maintained  by 
the  major  automobile  makers. 

Question  33e.  It  is  claimed  that  the  North  American  motor  vehi- 
cle industry  has  excess  production  capacity.  How  would  the  Canadi- 
an production  and  value-added  requirements  of  the  Auto  Pact 
affect  a  reduction  in  capacity? 

Answer.  Investment  and  production  decisions,  including  plant 
closings,  are  largely  driven  by  market  forces.  However,  there  have 
been  some  decisions  regarding  production  in  Canada  which  appear 
to  have  been  made  to  assure  that  the  performance  requirements 
were  met.  This  is  one  of  the  reasons  why  the  FTA  is  so  important. 
The  elimination  of  tariffs  gives  firms  viable  options  to  choose  to 
remain  under  Auto  Pact  rules  with  performance  requirements,  or 
to  trade  under  FTA  rules  without  them. 

Question  82g.  These  matters  are  particularly  important  in  the 
context  of  the  Japanese  voluntary  agreement  that  will  be  up  for  re- 
consideration next  March.  In  prior  correspondence  about  utility 
trucks,  I  have  observed  that  Japan  makes  great  news  media  propa- 
ganda about  its  VRA  limits  but  then  does  not  enforce  it.  Further, 
Japan  does  not  mention  that  the  VRA  only  covers  some  Japanese 
made  vehicles.  For  example,  it  does  not  cover  exports  of  Janapese 
vehilces  from  Canada.  Also  it  does  not  cover  vehicles  assembled  in 
the  United  States.  The  VRA  limit  of  2.3  million  Japanese  vehicles 
is  on  top  of  the  Japanese  built  vehicles  from  Canada  and  those  as- 
sembled in  the  United  States.  The  totals  are  over  3  million  and 
growing.  I  am  concerned  that  the  Canadian-U.S.  agreement  may 
actually  result  in  added  Japanese  capacity  for  export  to  the  United 
States.  Do  you  agree  that  such  a  result  is  possible?  If  not,  why?  If 
yes,  why  is  the  agreement  helpful? 

Answer.  The  Voluntary  Export  Restraint  (VER)  is  a  Japanese 
program.  How  the  Japanese  choose  to  implement  it  is  up  to  the 
Government  of  Japan.  The  Government  of  Canada  has  a  Voluntary 
Restraint  Agreement  (VRA)  with  Japan.  It  is  unlikely  that  they 
would  choose  to  use  their  Canadian  quota  for  transhipment  to  the 
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United  States.  The  Japanese  can  sell  all  their  Canadian  quota  in 
Canada.  In  the  United  STates,  there  is  a  Japanese  inventory  wait- 
ing to  be  sold. 

The  FT  A  does  not  affect  production  capacity  in  Japan.  Regarding 
production  capacity  in  Canada,  the  FTA  reduces  artificial  incen- 
tives for  Japanese  production  in  Canada  by  elimination  of  the  duty 
remission  programs.  It  s  more  likely  that  the  Japanese  export  re- 
straints with  the  United  States  and  with  Canada  will  add  to  the 
problem  of  overcapacity  in  North  America.  These  agreements  have, 
along  with  recent  depreciation  of  the  dollar  in  relation  to  the  yen, 
encouraged  increased  Japanese  investment  in  North  America. 

Question  3^.  What  is  the  Standard  of  Preference  for  vehicles  en- 
tering the  United  States  that  are  assembled  by  manufacturers  in 
Canada  operating  under  the  Auto  Pact?  What  is  the  Standard  of 
Preference  for  vehicles  entering  the  United  States  that  are  assem- 
bled by  vehicle  manufacturers  in  Canada  that  are  not  subject  to 
the  requirements  of  the  Auto  Pact? 

Answer.  The  FTA  rule  of  origin  will  be  the  sole  test  for  deter- 
mining whether  a  vehicle  is  Canadian  and  qualified  for  duty-free 
entry  into  the  United  States  after  the  implementation  of  the  FTA, 
scheduled  for  January  1,  1989.  This  rule,  based  on  change  in  har- 
monzied  system  tariff  classification,  includes  a  50  percent  North 
American  content  test  that  is  calculated  in  terms  of  the  value  of 
North  American  materials  and  direct  cost  of  processing  as  a  per- 
centage of  the  total  value  of  materials  and  direct  cost  of  processing. 
Question  35.  What  are  eligible  costs  in  the  Standard  of  Prefer- 
ence 50  percent  direct  cost  of  manufacturing?  How  does  it  relate  to 
direct  cost  of  processing  and  national  materials,  change  of  tariff 
classification,  and  substantial  transformation?  Are  United  States 
and  Canadian  costs  counted  toward  meeting  the  50  percent  direct 
cost  of  manufacturing  standard? 

Answer.  The  50  percent  test  in  the  FTA  is  based  on  the  cost  in- 
curred directly  in  the  manufacturing  process,  it  is  calculated  by  di- 
viding the  value  of  United  States  and  Canadian  materials  plus 
direct  cost  of  processing  by  the  total  value  of  materials  plus  the 
direct  cost  of  processing. 

The  cost  of  processing  means  the  cost  incurred  in  the  United 
States  and  Canada  in  the  production  of  goods,  including: 

all  labor  costs  (e.g.,  benefits  and  on-the-job  training,  labor 
provided  in  connection  with  supervision,  quality  control,  ship- 
ping, receiving,  storage,  packaging  and  managing  at  the  loca- 
tion of  the  processing); 
cost  of  inspecting  and  testing  goods; 

the  cost  of  energy,  fuel,  dies,  molds,  tooling,  and  the  depre- 
ciation and  maintenance  of  machinery  and  equipment; 
development,  design,  and  engineering  costs; 
rent,  mortgage,  interest,  depreciation  on  buildings,  property 
insurance  premiums,  maintenance,  taxes  and  the  cost  of  utili- 
ties for  real  property  used  in  the  production  of  the  goods;  and 
royalty,  licensing,  or  other  like  payments  for  the  right  to  the 
goods. 
Costs  excluded  from  calculating  direct  cost  of  processing  include: 
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general  expenses,  such  as  the  cost  of  providing  executive,  fi- 
nancial,  sales   advertising,   marketing,   accounting  and   legal 
services,  and  insurance; 
brokerage  charges  relating  to  importation  and  exportation; 
communications  costs; 
packing  cost  for  exporting  the  goods; 

royalty  payments  related  to  a  licensing  agreement  to  distrib- 
ute or  sell  the  goods; 

rent,  mortgage  interest,  depreciation  on  buildings,  property 
insurance  premiums,  maintenance,  taxes  and  the  cost  of  utili- 
ties for  real  property  used  by  personnel  charged  with  adminis- 
trative functions;  or 
profit  on  the  goods. 
Materials  means  goods,  other  than  those  included  as  part  of  the 
direct  cost  of  processing,  used  or  consumed  in  the  production  of 
other  goods.  The  value  of  materials  means  the  price  paid  by  the 
producer  of  an  exported  good  for  materials,  and  if  not  included  in 
that  price: 

freight,  insurance,  packing  and  all  other  costs  of  transport- 
ing any  materials  to  the  location  of  the  producer; 

duties,  taxes  and  brokerage  fees  on  such  materials  paid  in 
the  territory  of  either  or  both  FTA  parties; 

the  cost  of  waste  or  spoilage  resulting  from  the  use  or  con- 
sumption of  such  materials,  less  the  value  of  renewable  scrap 
or  by-product;  and 

the  value  of  goods  and  services  provided  by  the  importer  to 
the  foreign  manufacturer  which  would  be  treated  as  "assists" 
under  customs  law. 
The  50  percent  materials  and  direct  cost  of  processing  test  in  the 
FTA  rule  of  origin  is  used  to  supplement  the  change  in  tariff  classi- 
fication test  in  cases  where  goods  are  assembled  from  more  than 
one  product,  like  vehicles.  For  the  most  part,  the  FTA  rule  of 
origin  is  intended  to  give  the  same  results  as  the  substantial  trans- 
formation rule  that  is  normally  used  by  the  United  States  to  deter- 
mine the  country  of  origin  of  imported  products.  The  FTA  rule  was 
developed  to  make  origin  determinations  more  predictable  and  cer- 
tain than  under  the  current  U.S.  system,  which  requires  that  the 
substantial  transformation  principle  be  applied  to  each  shipment  of 
goods  on  a  case-by-case  basis. 

The  value  of  both  United  States  and  Canadian  materials  and 
processing  are  counted  in  the  numerator  of  the  50  percent  test  in 
the  FTA  rule  of  origin. 

Question  36.  How  does  50  percent  direct  cost  of  manufacturing 
differ  from  50  percent  North  American  (United  States  and  Canada) 
appraised  value,  i.e.,  the  current  Standard  of  Preference  for  motor 
vehicles  and  parts  entering  the  United  States  from  Canada? 

Answer.  The  current  standard  of  preference  for  automobiles 
simply  limits  the  value  of  third-country  materials  in  an  automobile 
(or  truck)  produced  in  Canada  to  50  percent  of  the  appraised  (cus- 
toms) value  of  that  automobile.  There  is  no  requirement  that  a 
minimum  percentage  of  the  value  of  the  automobile  consist  of 
United  States  or  Canadian  materials  and  labor.  Consequently,  the 
''North  American  value"  may  be  comprised  of  sales  promotion  and 
advertising  costs,  administrative  overhead,  profit  and  the  like,  in- 
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curred  in  North  America  and  included  in  the  appraised  value  of 
the  automobile.  Thus,  the  FTA  rule  assures  that  substantial  manu- 
facturing costs  are  incurred  in  North  America,  while  the  Auto  Pact 
rule  only  assures  that  substantial  costs  or  profits  are  incurred  in 
North  America.  The  FTA  test  is  the  better  rule  and  offers  less  op- 
portunity for  manipulation  by  producers. 

Question  37.  Under  the  50  percent  direct  cost  of  manufacturing 
standard,  could  a  Canadian-based  motor  vehicle  manufacturer 
import  an  engine  and  drive  train  into  Canada,  assemble  these 
items  in  a  vehicle,  and  export  that  vehicle  to  the  United  States 
duty  free? 

Answer.  Canadian  and  United  States  auto  manufacturers  are 
best  able  to  answer  this  question  since  they  know  their  individual 
costs  of  processing.  In  polling  the  industry,  we  have  heard  from 
some  that,  at  the  exchange  rates  of  mid- 1987,  it  would  be  possible 
for  them  to  assemble  a  vehicle  using  a  third-country  engine  and 
drive  train  in  the  United  States  or  Canada  and  meet  the  FTA  rule 
of  origin.  Whether  this  will  be  true  when  the  FTA  is  implemented 
will  depend  on  exchange  rates  with  supplying  countries  and  the 
costs  at  a  plant  of  labor  and  other  materials  contained  in  a  motor 
vehicle.  However,  if  a  producer  could  meet  the  FTA  test  under 
these  circumstances,  he  could  also  meet  the  existing  Auto  Pact  rule 
for  shipments  to  the  United  States. 

Question  38.  What  is  the  dollar  value  of  motor  vehicles  imported 
into  Canada  duty-free  from  countries  other  than  the  United  States 
by  Canadian-based  manufacturers  qualified  to  import  vehicles 
under  Canada's  ''multilateral  implementation"  of  the  Auto  Pact? 
What  is  the  dollar  value  from  Asia;  from  Mexico?  What  is  the 
amount  of  U.S.  value-added  in  those  motor  vehicles?  How  many  ve- 
hicles are  being  imported?  What  is  the  dollar  value  of  original 
equipment  components  imported  into  Canada  duty  free  from  coun- 
tries other  than  the  United  States  by  Canadian-based  vehicle  man- 
ufacturers qualified  to  import  components  under  Canada's  ''multi- 
lateral implementation"  of  the  Auto  Pact? 

Answer.  The  requested  data  are  not  available.  Trade  data  pub- 
lished by  Statistics  Canada  do  not  distinguish  among  the  duty  free 
programs  under  which  automotive  goods  enter  the  country,  nor 
among  different  types  of  importers. 


The  U.S.  Trade  Representative, 
Executive  Office  of  the  President, 

Washington,  DC,  February  23,  1988. 
Hon.  John  Dingell, 

Chairman,  Committee  on  Energy  and  Commerce, 
U.S.  House  of  Representatives,  Washington,  DC. 

Dear  Mr.  Chairman:  Enclosed  are  responses  prepared  by  my 
office  to  your  Committee's  questions  about  the  proposed  United 
States-Canada  Free  Trade  Agreement.  I  apologize  for  not  having 
responded  much  sooner. 

At  the  time  of  your  initial  inquiry,  only  the  elements  of  the 
Agreement  were  available.  I  believe  you  will  find  that  several  mat- 
ters about  which  you  raised  questions  regarding  those  elements 
have  now  been  clarified  with  the  completion  of  the  final  text  of  the 
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Agreement,  which  I  provided  to  you  earlier.  I  hope  you  will  find 
helpful  these  responses  along  with  those  sent  under  separate  cover 
by  the  Secretaries  of  Commerce  and  Energy. 
Sincerely, 

Clayton  Yeutter. 

Question  1.  As  you  know,  the  procedure  for  approving  this  trade 
agreement  and  adopting  implementing  legislation  in  the  United 
States  are  generally  quite  specific.  What  are  the  procedures  in 
Canada?  Specifically,  what  provisions  of  the  proposed  agreement 
require  Canadian  governmental  action?  Does  that  nation  have  a 
procedure  similar  to  the  1974  Act  that,  in  its  present  form,  pre- 
cludes amendments  to  the  submittals  by  the  Executive  Branch?  If 
not,  what  is  the  likelihood  of  the  Canadian  Parliament  adopting 
amendments,  reservations,  etc.?  What  is  the  timing  for  Canadian 
approval?  What  parts  of  the  agreement  depend  on  provincial  agree- 
ment and /or  adoption  of  regulations,  etc.?  What  is  the  process  for 
achieving  provincial  agreement? 

Answer.  In  Canada  the  power  to  make  or  enter  into  a  treaty  or 
agreement  belongs  exclusively  to  the  Prime  Minister  and  cabinet. 
Legally,  ratification  of  the  FTA  only  requires  their  approval.  Par- 
liamentary action  is  not  legally  required,  though  it  may  be  sought 
at  the  discretion  of  the  Prime  Minister  and  Cabinet. 

The  Parliament  must  approve  the  implementing  legislation  for 
the  FTA  where  legislative  change  is  necessary  to  meet  Canada's  ob- 
ligations. Canada  does  not  have  a  process  comparable  to  our  "fast 
track"  procedure.  However,  a  parliamentary  system  enforces  party 
discipline  and  amendments  to  bills  are  not  made  without  govern- 
ment approval.  We  therefore  expect  the  implementing  legislation 
to  be  passed  as  submitted. 

We  do  not  yet  have  a  list  of  which  Canadian  laws  and  regula- 
tions need  to  be  amended.  Canadian  legislation  will  not  be  the 
same  in  all  respects  as  U.S.  legislation,  because  different  laws  are 
being  amended  and  the  degree  of  executive  discretion  also  varies. 

The  Canadian  Senate  also  must  approve  the  implementing  legis- 
lation. The  Senate  is  an  appointed  rather  than  elected  body,  and 
traditionally  does  not  prevent  legislation  approved  by  the  elected 
House. 

The  GOC  has  not  announced  a  time  frame  for  approval  of  the 
FTA  and  the  implementing  legislation.  We  expect,  however,  that 
for  domestic  political  reasons  the  Canadians  will  approxmiate  the 
pace  of  approval  in  the  United  States. 

Article  103  of  the  FTA  commits  the  Parties  to  ensure  compliance 
with  the  provisions  of  the  FTA  by  provincial,  state,  and  local  gov- 
ernments. It  is  up  to  Canada  to  determine  how  provincial  compli- 
ance will  be  achieved,  just  as  it  is  our  responsibility  to  ensure  state 
compliance.  In  addition,  Prime  Minister  Mulroney  has  made  it 
clear  that  the  necessary  steps  will  be  taken  to  ensure  that  Canada 
is  in  a  position  to  fulfill  all  FTA  obligations  as  of  January  1,  1989. 

Question  2.  The  1974  Act  defines  the  term  ''implementing  bill"  to 
include  a  ''provision  approving  such  trade  agreement"  and  "ap- 
proving the  statement  of  administrative  action  (if  any)  proposed  to 
implement  such  trade  agreement."  I  am  concerned  about  the  inter- 
pretation given  the  Executive  Branch  of  the  meaning  and  scope  of 


71 

that  "approval."  It  appears  quite  sweeping,  particularly  if  it  en- 
compasses understandings,  discussions,  etc.,  of  the  negotiations  not 
spelled  out  in  the  actual  documents.  What  is  your  understanding  of 
this  approval  and  its  long  term  implications? 

Answer.  The  Canada-United  States  Free  Trade  Agreement  is  an 
executive  agreement  negotiated  by  the  President  pursuant  to  a 
Congressional  authorization  to  negotiate  trade  agreements,  con- 
tained in  Section  102  of  the  Trade  Act  of  1974,  as  amended  (19 
U.S.C.  2112).  Section  102  contemplates  that  a  trade  agreement  au- 
thorized thereunder  may  require  changes  in  previously  enacted  fed- 
eral laws,  but  it  in  effect  stipulates  that  an  agreement  requiring 
such  changes  shall  enter  into  force  only  if  an  implementing  bill  ap- 
proving and  implementing  the  trade  agreement  is  enacted  into  law 
pursuant  to  Sections  102  and  151. 

The  meaning  of  Congressional  ''approval"  of  the  Free  Trade 
Agreement  depends  in  part  on  the  language  of  the  implementing 
bill,  which  remains  to  be  written;  the  Executive  Branch  expects  to 
consult  closely  with  the  Congress  in  the  preparation  of  this  bill, 
prior  to  its  transmittal  to  the  Congress.  We  would  note  that  past 
implementing  legislation  approving  trade  agreements  under  Sec- 
tions 102  and  151  has  provided  that  as  a  matter  of  domestic  law, 
federal  statutes  prevail  over  the  trade  agreements  in  the  event  of 
inconsistency.  Under  accepted  principles  of  statutory  construction, 
manifestations  of  Congressional  intent  such  as  through  committee 
reports  also  may  be  relevant  to  the  meaning  of  the  approving  legis- 
lation. Thus,  it  is  premature  to  venture  an  opinion  as  to  how  Con- 
gressional approval  would  be  interpreted. 

The  statement  of  administrative  action,  like  the  Free  Trade 
Agreement  itself,  is  not  a  part  of  the  implementing  bill.  The  state- 
ment must  be  approved  by  Congress,  as  must  the  Agreement,  but  is 
not  enacted  and  therefore  does  not  constitute  statutory  law.  The  in- 
terpretation given  it  of  course  will  depend  upon  the  language  of  ap- 
proval in  the  implementing  bill  and  the  legislative  history  behind 
such  approval.  Based  on  past  practice  under  sections  102  and  151, 
the  statement  serves  to  alert  the  Congress  and  the  public  regarding 
the  intended  administration  of  the  trade  agreement  and  the  imple- 
menting bill,  including  important  regulatory  changes,  if  any,  that 
might  be  contemplated  as  a  result  of  the  agreement  and  the  imple- 
menting legislation.  However,  the  statement  does  not  itself  consti- 
tute rulemaking  in  a  legal  sense,  and  the  statement  could  not  be 
used  to  avoid  any  applicable  requirements  of  the  Administrative 
Procedure  Act  or  other  U.S.  laws.  Actual  new  regulations  would 
have  to  be  issued,  and  could  be  amended,  in  accordance  with  appli- 
cable U.S.  law,  including  the  implementing  bill  approved  by  Con- 
gress. 

Question  3.  Please  identify  any  existing  U.S.  laws,  treaties,  execu- 
tive agreements,  orders,  or  regulations  relating  to  energy,  the  auto- 
motive industry,  investment,  service,  financial  services,  culture,  in- 
tellectual property,  import  safeguards,  dispute  settlements,  and 
subsidies  and  dumping  that  will  be  directly  or  indirectly  amended 
or  affected  by  this  Agreement  and  explain  how  and  when  they  will 
be  affected  or  amended.  This  includes  those  amendments  that  the 
Administration  expects  to  include  under  the  term  ''implementing 
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bill"  pursuant  to  the  1974  Act.  Your  reply  should  include  any  im- 
pacts on  court  decisions  that  are  relevant  and  may  be  affected. 

Answer.  The  Department  of  Energy  has  replied  with  respect  to 
the  energy  provisions  of  the  Agreement  (Chapter  9).  In  keeping 
with  past  practices  under  "fast  track"  legislative  procedures,  we 
expect  to  consult  closely  with  the  Congress  in  the  development  of 
an  implementing  bill  that  will  make  all  necessary  changes  in  U.S. 
statutes  resulting  from  the  Free  Trade  Agreement.  The  following  is 
a  preliminary  and  general  assessment  of  such  necessary  changes  in 
the  areas  you  describe.  With  respect  to  the  automotive  provisions, 
we  will  need  to  amend  the  rule  of  origin  to  reflect  the  more  strin- 
gent requirements  of  the  FTA.  Changes  in  customs  laws  necessary 
to  meet  our  FTA  obligations  concerning  duty  drawback  and  the  for- 
eign trade  zones  will  affect  the  automotive  sector,  but  will  be  of 
general  applicability.  Current  U.S.  laws  regarding  investment, 
services,  culture,  intellectual  property  and  dispute  settlement 
(Chapter  18)  are  either  already  in  compliance  with  the  FTA  or  are 
grandfathered.  The  safeguards  law  will  need  to  be  amended  (Sec- 
tions 201-203  of  the  Trade  Act  of  1974)  to  reflect  the  bilateral  pro- 
visions, the  limited  exception  from  global  actions,  and  the  surge 
mechanism.  Certain  banking  laws  will  need  to  be  amended  to  meet 
the  obligations  of  the  financial  services  chapter.  The  substantive 
laws  on  antidumping  and  countervailing  duties  do  not  require 
amendment,  but  the  provisions  for  judicial  review  of  final  adminis- 
trative decisions  will  need  to  be  amended  to  enable  implementation 
of  U.S.  obligations  under  Chapter  19. 

A.  CULTURAL  INDUSTRIES 

Question  4-  The  October  4,  1987  ''Summary  of  the  Agreement"  by 
the  U.S.  Trade  Representative  states: 

The  United  States  recognizes  the  importance  to  Canada  of  main- 
taining its  cultural  identity.  At  the  same  time  however,  the  United 
States  wants  to  ensure  that  Canadian  cultural  policies  do  not  con- 
stitute a  discriminatory  and  unnecessary  barrier  to  U.S.  trade.  Rec- 
ognizing Canadian  sensitivities,  the  United  States  has  agreed  that 
certain  cultural  areas  are  not  subject  to  the  specific  provisions  of 
the  agreement.  For  its  part,  Canada  has  agreed  that  cultural  meas- 
ures it  takes  will  not  impair  the  benefits  the  United  States  would 
otherwise  expect  from  the  provisions  of  the  agreement.  In  addition, 
Canada  has  agreed  to  alter  a  number  of  practices  that  discriminate 
against  the  tJnited  States  including  differential  postal  rates  for 
U.S.  periodicals  and  elimination  of  tariffs  on  printed  material  and 
recordings. 

The  document  entitled  "Elements  of  the  Agreement"  (which  has 
initialled  pages)  states  at  page  7,  paragraph  1  that  cultural  indus- 
tries "defined  in  Annex  A  are  exempt  from  the  provisions  of  this 
agreement."  The  definition  refers  to  an  "enterprise"  engaged  in  a 
broad  range  of  possible  activities  listed  in  the  Annex.  What  is  the 
term  "enterprise"  intended  to  cover?  Does  it  cover  so-called  "enter- 
prises that"  engage  solely,  partially,  or  primarily  in  some  or  all  of 
such  activities? 

Answer.  "Enterprise"  is  defined  in  Article  201  of  the  Agreement 
to  mean  "any  juridical  entity  involving  a  financial  commitment  for 
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the  purpose  of  commercial  gain".  The  cultural  industries  exception 
in  Article  2005  applies  to  enterprises  when  engaged  in  the  activi- 
ties listed  in  Article  2012.  The  exception  could  not  in  our  view  be 
claimed  for  governmental  measures  affecting  activities  not  listed  in 
Article  2012  merely  on  the  basis  that  an  enterprise  (e.g.,  a  conglom- 
erate) engaging  in  a  non-cultural  activity  also  engaged  (e.g. 
through  another  division)  in  activities  defined  as  cultural. 

Question  5.  Please  explain  the  relationship  of  the  cultural  exemp- 
tion with  other  provisions  of  the  proposed  agreement,  such  as  the 
provisions  of  the  proposed  agreement,  such  as  the  provisions  for 
protecting  the  retransmission  of  copyrighted  programming. 

Answer  (a).  In  the  elaboration  of  the  final  text  of  the  agreement, 
it  was  made  clear,  in  Article  2005,  that  the  general  exemption  from 
the  obligations  of  the  FT  A  for  cultural  industries  does  not  apply  to 
certain  specified  obligations  of  the  FTA,  including  the  protection  of 
retransmission  of  copyrighted  programming  under  Article  2006,  the 
elimination  of  duties  under  Article  401,  compensation  for  forced  di- 
vestiture of  a  cultural  industry  under  paragraph  4  of  Article  1607, 
and  elimination  of  the  print-in-Canada  requirement  for  qualifica- 
tion for  an  income  tax  deduction  under  Article  2007.  Cultural  in- 
dustries are  not  exempt  from  those  FTA  obligations. 

Question  5(b).  While  I  can  understand  and  appreciate  Canada's 
sensitivities,  I  am  concerned  about  our  industries  and  their  work- 
ers. How  will  this  exemption  affect  U.S.  cultural  industries:  Could 
it  leave  the  U.S.  industries  further  exposed  to  protectionist  meas- 
ures in  Canada?  What  is  the  contribution  of  U.S.  cultural  indus- 
tries to  the  U.S.  worldwide  balance  of  trade?  How  can  the  exemp- 
tion be  justified  in  light  of  that  contribution? 

Answer.  The  exemption  for  Canadian  cultural  industries  in  the 
FTA  should  have  no  adverse  affect  on  U.S.  cultural  industries.  We 
achieved  a  substantial  improvement  in  Canada's  treatment  of  U.S. 
commercial  interests  in  the  cultural  area.  Tariff  elimination  (e.g., 
videos,  records,  printed  material),  improved  investment  provisions, 
and  copyright  protection  for  retransmissions  are  all  included  in  the 
FTA.  In  addition,  if  Canada  should  implement  restrictions  in  the 
future  to  the  detriment  of  U.S.  cultural  industries,  the  United 
States  may  take  measures  of  equivalent  commercial  effect  in  ac- 
cordance with  the  Agreement, 

Total  worldwide  revenues  of  the  U.S.  entertainment  industry  is 
estimated  at  $4.2  billion  in  1986.  Many  Canadians  are  extremely 
concerned  about  the  large  presence  the  United  States  has  in  Cana- 
dian cultural  industries  because  of  the  limits  they  feel  this  presents 
for  their  own  cultural  expression  and  identity.  While  precise  and 
reliable  figures  are  not  available,  Canadians  have  argued  that  U.S. 
productions  account  for  over  three  fourths  of  total  theatrical  and 
home  video  revenues  in  Canada  and  that  the  United  States  contrib- 
utes about  80  percent  of  Canada's  English  language  book  imports. 
However,  whether  one  accepts  the  validity  of  Canada's  arguments 
is  not  relevant.  Broader  coverage  of  cultural  industries  in  the  FTA 
was  simply  non-negotiable.  Canada  maintained  this  position  from 
the  outset  of  the  negotiations  and  we  were  unable  to  move  their 
negotiators  from  it. 

Question  6.  Please  explain  what  paragraph  2  on  page  7  of  the 
Elements  of  the  Agreement  mean. 
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Answer.  Paragraph  2  is  the  corollary  of  paragraph  1  of  the  cul- 
tural exception  (Article  2005  of  the  final  text).  Under  paragraph  1, 
either  party  can  take  measures  with  respect  to  cultural  industries 
that  otherwise  would  violate  the  Agreement.  Under  paragraph  2,  a 
party  adversely  affected  by  a  measure  of  the  other  party  under 
paragraph  1  can  take  countermeasures  that  otherwise  would  vio- 
late the  Agreement.  The  countermeasures  would  not  have  to  be 
taken  in  the  cultural  area. 

Question  7.  I  note  that  a  "Confidential  Appraisal"  of  the  agree- 
ment printed  in  Inside  U.S.  Trade  for  October  9  states  that  the 
author  expects  "any  future  cultural  measure  taken  will  be  consist- 
ent" with  the  agreement.  That  is  vague.  If  cultural  industries  are 
exempted  from  the  requirements  of  the  Free  Trade  Agreement, 
what  is  to  prevent  Canada  from  enacting  a  film  distribution  law  or 
other  measures  which  will  have  the  effect  of  preventing  U.S.  com- 
panies from  distributing  films  in  Canada. 

Answer.  The  Agreement  does  not  prevent  taking  measures  in 
cultural  industries.  However,  paragraph  2  of  the  cultural  exception 
specifically  exempts  retaliatory  measures  of  equivalent  commercial 
effect  from  the  obligations  of  the  agreement.  The  Government  of 
Canada  thus  could  take  restrictive  measures  in  the  cultural  area 
without  violating  the  agreement  because  of  paragraph  1  of  Article 
2005.  However,  the  prospect  of  retaliation  under  paragraph  2  of 
that  Article  would  be  a  deterrent  to  taking  actions  of  the  kind  you 
describe.  Governments  are  normally  reluctant  to  take  actions  that, 
although  they  may  benefit  some  interests,  will  result  in  harmful 
retaliation  against  the  same  or  other  interest  groups. 

Question  8.  In  light  of  the  cultural  exemption,  will  U.S.  cultural 
industries  continue  to  be  prevented  from  doing  business  in  Canada 
because  of  Canada's  restrictive  investment  provisions? 

Answer.  Due  to  the  cultural  exemption,  most  substantive  obliga- 
tions of  the  FTA  do  not  apply  on  Canadian  regulation  of  foreign 
investments  in  cultural  industries.  Nevertheless,  paragraph  4  of 
Article  1607  ameliorates  a  key  irritant  for  U.S.  investors  in  the  cul- 
tural industries,  namely  forced  divestiture  at  fire  sale  prices. 

To  understand  this  provision,  recall  that  Canadian  policy  pre- 
vents foreign  investors  from  acquiring  control  of  a  book  publishing 
or  distribution  company.  If  a  foreign  investor  acquires  control,  it  is 
forced  to  divest  a  majority  share  to  Canadian  investors  within  two 
years.  The  share  inevitably  will  be  sold  at  fire  sale  prices,  since 
only  Canadian  investors  may  bid  for  the  majority  share.  U.S.  indus- 
try opposes  this  policy  in  general  and  particularly  when  it  is  ap- 
plied to  indirect  acquisitions  in  Canada.  An  indirect  acquisition  re- 
sults when  e.g.,  a  company  in  the  U.S.  acquires  a  second  company 
in  the  United  States  which  has  a  subsidiary  in  Canada. 

Paragraph  4  of  Article  1607  requires  the  Canadian  Government 
to  offer  to  purchase  from  the  U.S.  investor  the  Canadian  subsidiary 
that  is  subject  to  forced  divestiture  in  connection  with  an  indirect 
acquisition.  Furthermore,  the  offer  to  purchase  must  be  at  fair, 
open  market  value,  as  determined  by  an  independent,  impartial  as- 
sessment. 

This  paragraph  therefore  makes  the  U.S.  investor  whole,  com- 
pensating the  investor  for  the  value  of  the  assets  which  must  be 
disposed  of.  In  addition,  by  imposing  substantial  budgetary  ex- 
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penses  on  the  Canadian  Government  for  such  forced  divestitures, 
this  paragraph  makes  it  highly  unlikely  that  Canada  will  force  di- 
vestiture of  an  indirect  acquisition.  Please  note  that  paragraph  4 
applies  to  all  cultural  industries,  not  merely  to  book  publishing. 

Question  9.  Even  if  Canada  is  required  under  the  agreement  to 
amend  its  copyright  law  to  provide  a  retransmission  right,  this  pro- 
vision is  extremely  broad  and  vague.  Has  Canada  provided  assur- 
ances that  fair  and  reasonable  compensation  to  U.S.  program 
owners  for  Canadian  cable  retransmissions  and  that  the  new  Cana- 
dian law  will  not  discriminate  against  U.S.  copyright  owners? 

Answer.  Canada  has  agreed  to  revise  its  copyright  law  and  will 
provide  essentially  similar  protection  for  retransmissions  currently 
provided  by  U.S.  law.  The  legal  text  contains  quite  specific  Canadi- 
an obligations.  For  retransmissions  which  are  simultaneous  and 
unaltered,  Canadian  broadcasters  will  have  to  pay  royalties.  But  if 
the  rebroadcasts  are  delayed  or  altered,  the  Canadian  must  first 
obtain  the  permission  of  the  program  owner. 

B.  ENERGY 

Question  11.  The  Confidential  Appraisal  states: 

We  were  not  able  to  agree  to  elimination  of  all  restrictions  on 
investment  in  the  energy  sector  in  Canada,  but  we  did  reach  agree- 
ment on  some  liberalization  of  those  rules.  We  think  we  can  live 
with  this  situation,  which  includes  a  pledge  on  Canada's  part  not  to 
return  to  the  much  more  restrictive  measures  which  were  applied 
to  this  sector  in  the  past. 

I  note  that  one  oil  and  gas  industry  official  is  quoted  as  observing 
that  assured  access  to  supplies  in  Canada  ''may  be  the  priority  of 
the  government,  but  from  the  perspective  of  U.S.  companies, 
there's  not  much  in  the  pact."  Please  explain  what  rules  were  lib- 
eralized and  identify  the  restrictions  that  were  not  eliminated. 
Please  explain  the  "pledge"  and  indicate  how  binding  it  is.  How 
significant  is  that  pledge?  Was  assurance  of  supplies  the  U.S.  prior- 
ity? If  so,  why? 

Answer.  The  Canadian  Government  on  its  own  eliminated  key 
investment  irritants  in  this  sector,  prior  to  the  negotiation  of  the 
FTA.  For  example,  the  expropriatory  retroactive  back-in  and  the 
discriminatory  Petroleum  Incentives  Program  were  dropped  then. 
The  Canadian  Government  felt  unable  to  liberalize  the  energy  in- 
vestment rules  further  in  the  context  of  the  FTA. 

However,  while  not  liberalizations,  most  general  provisions  of  the 
investment  chapter  will  also  benefit  U.S.  investors  in  Canada's  oil 
and  gas  sector.  These  provisions  add  certainty  and  stability  to  the 
investment  climate  and  include  bans  on  new  measures  that  would 
impose  performance  requirements,  local  equity  requirements, 
forced  divestitures,  and  deviations  from  national  treatment  on 
entry  and  after  establishment.  These  general  provisions  also  in- 
clude guarantees  for  freedom  of  transfer  payments;  prompt,  ade- 
quate and  effective  compensation  for  expropriations  and  national- 
izations; and  dispute  settlement  mechanisms. 

We  were  unable  to  liberalize  the  50  percent  Canadian  ownership 
requirement  for  production  licenses  on  federal  lands.  Similarly,  we 
could  not  eliminate  the  rules  (1)  limiting  takeovers  of  Canadian- 
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controlled  oil  and  gas  companies  and  (2)  setting  Canadian  partici- 
pation and  production  criteria  for  approving  takeovers  of  foreign- 
controlled  oil  and  gas  companies.  Such  takeovers  will  be  reviewed 
by  Investment  Canada  under  its  current  thresholds  rather  than  the 
new  higher  thresholds  for  industries  in  general. 

Through  the  exchange  of  letters  to  be  completed  before  the  sub- 
mission of  implementing  legislation,  Canada  will  be  bound  to  make 
its  rules  on  takeovers  of  oil  and  gas  companies  no  more  restrictive 
than  those  in  force  on  October  4,  1987.  This  pledge  is  significant 
because  the  policy  currently  in  effect  is  much  less  restrictive  than 
under  previous  Canadian  governments.  For  example,  Canada  now 
usually  approves  foreign  acquisitions  of  foreign-controlled  oil  and 
gas  companies,  whereas  previous  Canadian  governments  were  un- 
willing to  give  such  assurances.  It  should  be  noted  that  the  general 
grandfathering  provision  prevents  the  ownership  rule  for  produc- 
tion licenses  on  federal  lands  from  being  made  more  restrictive. 

Assurance  of  supply  was  a  U.S.  priority  in  the  negotiations. 
Canada  reduced  oil  exports  to  the  United  States  in  the  1970's  and 
required  very  high  export  prices  for  natural  gas.  Therefore,  it  was 
a  very  high  priority  to  assure  long-term  nondiscriminatory  access 
to  Canadian  energy. 

C.  PHARMACEUTICALS 

Question  30.  Under  the  heading  Intellectual  Property,"  the  Con- 
fidential Appraisal  of  the  Agreement  includes  the  following  "Ques- 
tions and  Answers": 

Question.  Why  is  there  no  separate  chapter  on  intellectual  prop- 
erty? 

Answer.  In  general.  United  States  and  Canadian  intellectual 
property  laws  are  very  similar.  They  both  provide  strong  protec- 
tion. Therefore  it  proved  unnecessary  to  draft  a  separate  chapter 
on  this  issue. 

Question.  What  about  the  long-standing  problems  on  pharmaceu- 
ticals? 

Answer.  The  agreement  contains  Canadian  commitments  to  lib- 
eralize rules  on  pharmaceuticals  and  provide  compensation  for  sat- 
ellite retransmissions. 

Question.  Will  Canada  eliminate  compulsory  licensing  for  phar- 
maceuticals? 

Answer.  Under  the  agreement  Canada  will  provide  10  years  of 
use  free  of  compulsory  licensing  to  U.S.  pharmaceuticals,  measured 
from  the  date  the  drug  is  first  marketed  in  Canada.  Since  it  takes 
five  to  seven  years  for  a  drug  to  reach  the  market,  the  effective 
period  of  protection  will  be  about  the  same  as  the  full  term  of  the 
patent. 

Question.  What  does  it  mean  for  your  Uruguay  Round  efforts  on 
intellectual  property  in  not  having  a  separate  chapter  in  the  FTA. 

Answer.  The  FTA  includes  provisions  whereby  the  United  States 
and  Canada  agree  to  cooperate  in  the  GATT  to  establish  strong  in- 
tellectual property  protection.  It  was  not  necessary  to  negotiate  a 
separate  agreement,  since  resolution  of  the  two  major  trade  irri- 
tants required  only  Canadian  action.  (Privately:  we  were  deter- 
mined to  get  a  good  deal.  Canada  demanded  significant  concessions 
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on  exemptions  from  U.S.  trade  laws — e.g.,  Section  337 — which  we 
were  unwilling  to  make  in  order  to  get  an  agreement.  And  in  any 
case,  we  got  the  most  of  what  we  were  seeking  on  retransmission 
and  pharmaceuticals. 

Apparently,  the  above  document  was  prepared  before  October  4, 
because  the  media  reports  that  on  that  date  and  after  the  agree- 
ment had  been  initiated,  the  pharmaceutical  issue  was  dropped  on 
Canada's  insistence. 

Answer.  In  mid-November,  the  Canadian  Government  enacted 
important  amendments  to  the  Canadian  patent  law.  These  amend- 
ments included  substantial  liberalization  of  the  compulsory  licens- 
ing provisions  applied  to  pharmaceuticals.  Under  the  old  regime 
patented  drugs  were  subject  to  a  compulsory  license  four  years 
after  marketing  on  payment  of  just  a  four  percent  royalty.  Under 
the  new  Canadian  law,  new  drugs  will  be  free  of  compulsory  licens- 
ing for  ten  years  after  their  introduction  and  royalties  were  more 
than  tripled  to  fourteen  percent. 

Question  32(a).  Canada  gives  foreign-owned  vehicle  manufactur- 
ers utilizing  a  large  volume  of  Canadian-built  parts  in  their  Cana- 
dian assembly  operations  a  remission  of  duties  on  vehicles  manu- 
facturer's imports  into  Canada.  Enclosed  is  my  letter  of  August  19, 
1986  about  the  legality  of  these  programs.  Under  the  proposed 
agreement,  Canada  would  continue  the  programs  through  1995. 
Why  was  this  year  chosen?  What  foreign-owned  vehicle  manufac- 
turers will  continue  to  receive  production-based  duty  remissions 
through  1995?  Why  did  the  United  States  agree  to  this  remission 
extension  when  the  program  is  illegal,  whether  export  based  or 
production  based?  This  is  the  equivalent  of  the  United  States  sanc- 
tifying illegal  acts,  which  I  consider  highly  improper. 

Answer  (a).  Under  the  agreement,  Canada  will  terminate  produc- 
tion-based duty  remission  programs  not  later  than  January  1,  1996, 
which  is  the  date  specified  in  existing  agreements  previously  nego- 
tiated between  the  companies  concerned  and  the  Canadian  Govern- 
ment. The  Canadian  Government  was  not  willing  to  renege  on  con- 
tractual obligations  made  in  return  for  investment  already  in  place 
or  started.  However,  Canada  did  agree  not  to  create  additional  re- 
mission programs  in  the  future  or  extend  or  enhance  those  which 
currently  exist. 

The  following  Canadian  manufacturers  currently  qualify  for  pro- 
duction-based duty  remissions: 

Honda  Canada  Inc. /Honda  of  Canada  Mfg.,  Inc. 
Hyundai  Auto  Canada  Inc. 
Toyota  Motor  Manufacturing  Canada,  Inc. 
CAMI  Automotive  Inc.  ^ 

Question  32(c).  Under  the  proposed  free  trade  agreement,  will  for- 
eign-owned vehicle  manufacturers  eligible  for  duty  remissions  in 
Canada  that  purchase  U.S.-built  parts  receive  a  duty  remission  on 
vehicles  they  import  into  Canada  through  1995?  If  not,  what 
impact  will  this  program  have  on  the  ability  of  U.S.-based  parts 
suppliers  to  sell  to  vehicle  manufacturers  eligible  for  remissions 
under  this  program?  If  U.S.-built  parts  are  not  given  the  same 


1  If  it  fails  to  qualify  under  Auto  Pact. 
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treatment  as  Canadian-built  parts  under  this  program,  is  this  a  vio- 
lation of  the  free  trade  agreement,  or  GATT  Article  3  (National 
Treatment)? 

Answer.  There  are  two  types  of  performance-based  duty  remis- 
sion programs  in  Canada:  those  that  grant  duty  remissions  to  re- 
cipients based  on  export  performance;  and  those  granting  remis- 
sions based  on  production  in  Canada.  The  Free  Trade  Agreement 
requires  termination  of  remissions  based  on  exports  to  the  United 
States  immediately  on  entry  into  force  of  the  Agreement;  those 
based  on  exports  to  any  third  country  must  be  terminated  by  Janu- 
ary 1,  1998.  Production-based  duty  waivers  must  be  terminated  in 
accordance  with  the  terms  of  the  contract  between  Canada  and  the 
recipient,  but  in  no  case  later  than  January  1,  1996.  The  FTA  also 
freezes  the  list  of  eligible  recipients  of  such  waivers,  even  during 
the  phase-out  period,  to  those  on  the  specified  list  who  have  quali- 
fied. 

As  you  know,  we  are  seeking  further  information  in  response  to 
Governor  Blanchard's  request  under  section  305  with  respect  to  the 
precise  operation  of  the  duty  remission  programs.  It  is  our  under- 
standing that  the  production-based  duty  remissions  are  dependent 
on  the  degree  of  Canadian  production,  and  therefore  U.S.  parts 
would  not  generally  count  in  determining  the  amount  of  duty  re- 
mission available  for  a  qualified  recipient.  We  believe  that  duties 
could  be  remitted  on  imports  of  vehicles  of  parts  from  the  United 
States  under  the  terms  of  the  remission  arrangements,  but  we  do 
not  know  at  this  time  whether  U.S.  parts  incorporated  in  the 
making  of  Canadian  parts  would  qualify  as  part  of  Canadian  pro- 
duction for  purposes  of  the  production-based  duty  remissions.  How- 
ever, we  assume  any  such  available  benefit  for  exporters  of  U.S. 
parts  would  likely  be  small;  that  is  why  we  insisted  on  elimination 
of  these  programs  in  the  FTA. 

At  the  same  time,  it  is  important  to  note  that  the  FTA  requires 
the  phasing  out  of  duties  on  U.S.  parts  imported  into  Canada,  over 
a  five-  or  ten-year  period  beginning  January  1,  1989.  Exporters  of 
U.S.  built  parts  will  thus  face  lower  and  lower  tariff  barriers  in 
Canada,  regardless  of  whether  the  importer  has  complied  with  the 
terms  of  duty  remission  orders,  even  in  the  limited  period  prior  to 
the  required  elimination  of  the  duty  remission  orders  under  the 
FTA.  Producers  in  Canada  contemplating  long-term  supplier  rela- 
tionships with  parts  suppliers  may  be  expected  to  take  into  account 
that  the  temporary  benefit  of  the  duty  remission  orders  will  be 
ended,  while  tariffs  on  U.S.  parts  will  be  coming  down  during  the 
transition  period  and  will  be  permanently  eliminated. 

As  noted,  both  the  export-based  and  production  based  duty  waiv- 
ers must  be  eliminated  in  accordance  with  the  terms  of  the  FTA. 
We  have  previously  stated  our  view  that  Canada's  export-based 
duty  waivers  do  not  fall  within  the  terms  of  allowable  duty  draw- 
back rules,  and  therefore  are  export  subsidies  contrary  to  Article  9 
of  the  GATT  Subsidies  Code.  The  question  of  consistency  of  produc- 
tion-based duty  remission  orders  with  Article  III  of  the  GATT  is 
more  problematic.  GATT  national  treatment  rules  do  not  generally 
allow  internal  measures  that  favor  consumption  or  purchase  of  do- 
mestic products  over  imported  products,  or  measures  requiring 
minimum  domestic  content.  On  the  other  hand,  there  is  an  excep- 
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tion  to  national  treatment  rules  for  subsidization  of  domestic  pro- 
duction. The  GATT  conformity  of  these  production-based  duty 
orders  would  depend  both  on  the  factual  question  of  the  terms  of 
the  orders  and  such  GATT  legal  questions  as  whether  duty  remis- 
sion would  be  regarded  as  an  internal  law,  regulation  or  require- 
ment. 

Question  33(f).  Will  the  Auto  Pact  be  treated  as  part  of  the  pro- 
posed free  trade  agreement? 

Answer.  The  Auto  Pact  is  not  part  of  the  Free  Trade  Agreement. 
The  Free  Trade  Agreement  neither  terminates  nor  enshrines  the 
Auto  Pact.  The  terms  of  the  Free  Trade  Agreement,  however,  do 
freeze  the  list  of  manufacturers  in  Canada  who  may  be  granted 
pact  or  pact-like  status  in  accordance  with  part  one  of  Annex 
1002.1.  Further,  as  provided  in  Article  1005,  the  more  stringent 
rule  of  origin  of  the  FTA  will  apply  to  U.S.  imports  from  Canada  in 
place  of  the  Auto  Pact  rule.  In  other  respects,  the  parties  retain  all 
their  rights  under  and  with  respect  to  the  Auto  Pact,  and  we  also 
retain  our  GATT  rights.  In  Article  1001,  each  party  makes  a  com- 
mitment to  endeavor  to  administer  the  pact  in  the  best  interest  of 
employment  and  production  in  the  United  States  and  Canada. 

Because  the  rule  of  origin  is  made  more  stringent  in  the  FTA 
than  it  has  been  under  the  Auto  Pact,  the  FTA  will  make  it  more 
difficult  for  automobiles  assembled  in  Canada  to  qualify  for  duty 
free  treatment  in  the  United  States  than  is  presently  the  case 
under  Auto  Pact  rules. 

Question  38.  Under  the  proposed  agreement,  I  understand  that 
Canada  will  apply  a  different  Standard  of  Preference  for  different 
motor  vehicles  imported  into  Canada  from  the  United  States — vehi- 
cles imported  by  qualified  manufacturers  under  the  Auto  Pact,  and 
vehicles  imported  pursuant  to  the  provisions  of  the  free  trade 
agreement.  What  are  the  GATT  implications  of  this  treatment  of 
different  vehicles  produced  in  the  United  States? 

Answer.  None,  in  terms  of  U.S.  GATT  rights.  Both  under  the 
Auto  Pact  and  under  the  FTA,  U.S.  auto  products  receive  better 
tariff  treatment  than  the  Canadian  MFN  tariff  rate.  By  the  end  of 
the  transition  period  (or  earlier,  for  products  so  specified  in  the 
FTA's  tariff  schedules),  all  U.S.  products  meeting  the  FTA  rule  of 
origin  will  enter  Canada  duty  free,  regardless  whether  imported  by 
a  qualified  manufacturer  or  not.  During  the  transition  period  of 
the  FTA,  so  long  as  the  Auto  Pact  remains  in  force,  we  have  a 
right  to  expect  manufacturers  meeting  the  terms  of  the  Auto  Pact 
to  be  able  to  import  U.S.  products  duty  free  in  accordance  with  the 
terms  of  the  Auto  Pact,  while  other  imports  from  the  United  States 
by  other  importers  must  receive  tariff  treatment  no  less  favorable 
than  provided  by  the  terms  of  the  FTA. 

D.  INSTITUTIONAL  PROVISIONS 

Question  40.  This  provision  beginning  at  page  30  of  the  Elements 
of  the  Agreement  states  that  it  is  applicable  to  ''all  disputes  re- 
specting the  interpretation  or  application  of  the  Agreement"  and 
that  the  agreement  itself  establishes  a  Canada-U.S.  Trade  Commis- 
sion. The  Commission,  in  addition  to  resolving  disputes,  is  going  to 
"supervise  the  proper  implementation''  of  the  Agreement,  "oversee 
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the  further  elaboration  of  the  Agreement"  and  "consider  any  other 
matter  that  may  affect  the  operation  of  the  Agreement."  It  pro- 
vides for  ''bonding  arbitration."  Please  explain  the  relationship  of 
this  Commission  to  the  ''Binational  Panel  Dispute  Settlement  in 
Antidumping  and  Countervailing  Duty  Cases."  Do  they  overlap  in 
responsibilities?  What  is  meant  by  the  phrase  "oversee  the  further 
elaboration  of  the  Agreement."  Please  explain  in  greater  detail  the 
role  of  this  Commission  and  the  need  for  it.  Is  this  Commission  in- 
tended to  have  an  exclusive  role  in  disputes  settements?  How  does 
it  affect  nongovernmental  entities  and  the  role  of  U.S.  courts? 
What  legislation  will  be  required  to  implement  this  Commission 
and  the  Binational  Panel? 

Answer.  As  provided  in  Article  1801  of  the  FTA,  Chapter  18  (In- 
stitutional Provisions)  does  not  apply  to  the  settlement  of  disputes 
in  antidumping  and  countervailing  duty  cases,  which  are  governed 
in  the  FTA  exclusively  by  the  separate  provisions  of  Chapter  19. 
The  dispute  settlement  provisions  of  Chapter  18  and  Chapter  19  do 
not  overlap.  The  Canada-United  States  Trade  Commission  (the 
Commission)  is  composed  of  the  Canadian  and  U.S.  cabinet  officials 
primarily  responsible  for  international  trade,  or  their  designees, 
and  operates  by  consensus  (agreement).  The  Commission  has  the 
dispute  settlement  responsibilities  set  out  in  Chapter  18,  but  also 
has  the  more  general  duties  set  out  in  Article  1802  of  the  Agree- 
ment, including  supervising  the  implementation  of  the  agreement, 
reviewing  its  operation  at  least  annually,  and  overseeing  the  fur- 
ther elaboration  of  the  Agreement.  While  it  is  difficult  to  draw  pre- 
cise lines  among  these  general  functions,  "overseepng]  the  further 
elaboration  of  the  Agreement"  would  include  both  elaborating  pro- 
cedures (as,  for  example,  the  various  provisions  for  exchange  of  in- 
formation) and  consideration  or  amendments  to  the  Agreement 
(subject  to  Article  2104). 

The  parties  agreed  that  it  was  essential  to  have  political  level  su- 
pervision and  ovesight  of  the  functioning  of  the  agreement,  the  set- 
tlement of  disputes,  and  the  consideration  of  amendments  to  the 
Agreement.  The  Commission  serves  this  function,  without  requir- 
ing the  creation  of  new  international  bureaucracy.  The  Commission 
will  resolve  or  supervise  the  settlement  of  all  disputes  under  the 
Agreement,  except  matters  covered  by  Chapter  17  (Financial  Serv- 
ices) and,  as  noted,  Chapter  19.  In  that  sense,  and  subject  to  those 
limitations,  the  Commission  has  an  "exclusive"  rule  in  dispute  set- 
tlement. However,  the  Commission  will  be  calling  on  expert  panels 
for  matters  not  settled  by  consultation,  and  can  refer  matters  by 
agreement  to  binding  arbitration.  The  rulings  of  panels  established 
under  Chapter  18  cannot  require  a  party  to  change  its  legislation, 
but  a  party  that  does  not  remedy  a  violation  of  its  FTA  obligations 
will  risk  retaliation  by  the  other  party  if  another  settlement  (such 
as  compensation)  cannot  be  agreed  between  the  parties. 

The  views  of  the  Commission  are  not  binding  on  U.S.  courts.  Ar- 
ticle 1808  provides  for  joint  submission  to  a  court  of  the  views  of 
the  Parties  on  issues  of  FTA  interpretation  if  the  parties  so  agree 
and  the  rules  of  the  court  so  allow.  We  do  not  contemplate  propos- 
ing legislation  that  would  require  courts  to  accept  such  joint  sub- 
missions of  views  or  that  would  make  these  views  "binding"  on  our 
courts. 
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We  do  not  believe  domestic  legislation  will  be  necessary  to  imple- 
ment the  Commission,  since  it  is  made  up  of  federal  government 
representatives.  The  FTA  does  not  require  creation  of  a  separate, 
independent  secretariat  for  the  Commission.  We  will  have  to  make 
provision  for  per  diem  and  travel  expenses  for  non-governmental 
panelists  used  in  dispute  settlement  cases.  Absent  experience  with 
the  operation  of  the  Agreement,  including  its  dispute  settlement 
procedures,  it  is  difficult  to  tell  whether  and  to  what  degree  any 
additional  funding  will  prove  necessary  for  functions  under  Chap- 
ter 18.  We  will,  however,  seek  authority  analogous  to  that  provided 
in  Section  3  of  the  Trade  Agreements  Act  of  1979  for  "fast  track" 
Congressional  consideration  of  amendments  to  the  Agreement  or 
dispute  settlement  results  under  Chapter  18,  if  these  amendments 
or  dispute  settlement  results  require  changes  in  U.S.  statutes. 
Some  form  of  non-monetary  compensation  authority  would  also  be 
clearly  desireable  for  cases  in  which  the  United  States  might  be 
found  to  have  acted  inconsistently  with  the  Agreement  and  is 
unable  to  bring  its  laws  into  conformity  in  timely  fashion. 


Federal  Energy  Regulatory  Commission, 

Washington,  DQ  February  12,  1988. 
Hon.  John  D.  Dingell, 

Chairman,  Committee  of  Energy  and  Commerce, 
House  of  Representatives,  Washington,  DC 

Dear  Chairman  Dingell:  Thank  you  for  your  letter  of  January 
19,  1988,  regarding  the  United  States-Canada  free  trade  agreement 
and  the  questions  posed  in  your  letter  of  November  2,  1987,  ad- 
dressed to  Secretaries  Verity  and  Herrington  and  Ambassador 
Yeutter.  We  have  now  had  an  opportunity  to  review  the  final  text 
of  the  agreement.  We  have  also  had  an  opportunity  to  review  the 
Department  of  Energy's  responses  to  the  questions  you  posed,  as 
set  forth  in  Secretary  Herrington's  letter  to  you  of  January  19, 
1988,  a  copy  of  which  was  sent  to  me  at  the  time  it  was  submitted. 
Secretary  Herrington  indicated  in  that  letter  that  the  Department 
of  Energy  worked  closely  with  the  U.S.  Trade  Representative,  the 
lead  negotiator  of  the  agreement,  in  preparing  the  Department's 
responses  to  your  questions. 

As  indicated  in  my  preliminary  letter  to  you  of  December  2, 
1987,  I  must  necessarily  defer  to  the  U.S.  drafters  and  negotiators 
of  the  agreement  with  respect  to  their  explanation  of  the  intent, 
purpose,  scope  and  intended  operation  of  the  various  provisions  of 
the  agreement,  and  the  relationship  of  those  provisions  to  applica- 
ble treaties,  executive  agreements,  statutes,  regulations,  executive 
orders  and  other  provisions  of  law  that  might  be  affected  by  the 
agreement. 

Thus,  for  instance,  I  defer  to  the  negotiators  of  the  agreement 
with  respect  to  their  determinations,  as  set  forth  in  the  Depart- 
ment of  Energy's  response  to  Question  No.  10,  as  to  which  laws  and 
regulations,  etc.,  are  affected  by  the  agreement  such  as  to  require 
modification.  I  also  defer  to  their  determinations  that  future  regu- 
latory actions  of  the  Federal  Energy  Regulatory  Commission  will 
be  subject  to  conformity  with  the  agreement  in  the  same  manner 
as  other  regulatory  actions,  and  that  no  modifications  are  required 
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in  the  statutes  for  which  the  Commission  has  primary  implement- 
ing responsibility. 

I  would  add  the  following.  At  this  time  it  is  difficult  to  identify 
in  detail  what  impact  the  free  trade  agreement  may  have  on  future 
Commission  regulatory  actions,  and  what  conformity  with  the 
agreement  might  entail.  In  formulating  regulatory  policies,  the 
Commission  must  keep  in  mind  the  overall  thrust  and  purpose  of 
the  agreement,  namely,  fair  and  nondiscriminatory  treatment  of 
the  two  countries'  energy  industries.  I  see  no  conflict  between  that 
thrust  and  purpose  and  the  Commission's  mandate  under  its  ena- 
bling statutes.  Indeed,  that  thrust  and  purpose  are  consistent  with 
current  Commission  policy.  For  instance,  in  Order  No.  436-A  the 
Commission  expressly  declined  to  adopt  more  stringent  procedures 
with  respect  to  the  transportation  of  imported  gas,  stating  that  the 
Commission  perceived  "no  valid  reasons  for  distinguishing  between 
the  transportation  of  imported  gas  and  the  transportation  of  do- 
mestic gas.  *  *  *" 

It  is  also  our  understanding  that  nothing  in  the  free  trade  agree- 
ment inhibits  the  Commission's  independence  in  the  exercise  of  its 
statutorily  mandated,  quasi-judicial,  decisional  responsibilities.  In 
particular,  I  note  that  the  Department  of  Energy's  response  to 
question  No.  12  confirms  my  understanding  that  the  Commission 
"could  elect  not  to  take  part  in  consultations  on  a  particular  regu- 
latory matter  pending  before  it  if  such  consultations  might  be  con- 
sidered inappropriate." 

The  enclosed  responses  to  the  specific  questions  posed  in  your 
letter  were  prepared  within  the  context  of  the  general  observations 
discussed  above.  In  each  instance,  we  have  reviewed  the  Depart- 
ment of  Energy's  response  as  set  forth  in  Secretary  Herrington's 
letter  of  January  19,  1988,  and  do  not  disagree  with  the  analysis 
set  forth  therein.  A  copy  of  that  letter,  which  contains  your  ques- 
tions as  well  as  the  responses  thereto,  is  enclosed  for  reference. 

If  I  can  be  of  any  further  assistance  on  this  or  any  other  Com- 
mission matter,  please  let  me  know. 
Sincerely, 

Martha  O.  Hesse. 

Enclosure. 

RESPONSES  TO  SPECIFIC  QUESTIONS 

Question  No.  10 

Comments  are  set  out  above,  in  the  text  of  the  letter. 

Question  No.  11 

Inasmuch  as  the  investment  provisions  were  negotiated  under 
the  leadership  of  Treasury  Department  officials,  and  involve  mat- 
ters beyond  the  jurisdiction  of  the  Commission,  we  have  nothing  to 
add  to  the  Department  of  Energy's  response. 

Question  No.  12 

We  have  nothing  to  add  beyond  the  comments  in  the  text  of  the 
letter.  The  response  to  Question  No.  10  is  also  pertinent  to  Ques- 
tion No.  12. 
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Question  No.  IS 

Many  of  the  matters  raised  with  respect  to  the  Bonneville  Power 
Authority  fall  outside  the  scope  of  the  Commission's  jurisdiction. 
Also,  the  last  three  questions  within  Question  No.  13  refer  to  mat- 
ters that  might  be  raised  before  the  Commission  in  future  proceed- 
ings. Accordingly,  with  respect  to  those  matters,  it  would  be  inap- 
propriate to  offer  any  comments  at  this  time. 

Question  No.  14 

Inasmuch  as  the  question  and  response  involve  the  intent  of  the 
negotiators  of  the  agreement,  we  have  nothing  to  add  to  the  De- 
partment of  Energy's  response.  We  are  not  aware  of  any  regulatory 
incentives  administered  by  the  Commission  that  would  be  perti- 
nent to  this  matter. 

Question  No.  15 

The  response  to  Question  No.  10  is  applicable  here  as  well.  The 
Commission  will,  of  course,  have  to  be  particularly  sensitive  to 
issues  of  potential  discrimination.  Inasmuch  as  the  Natural  Gas 
Act  itself  mandates  nondiscriminatory  treatment,  we  agree  with 
the  Department  of  Energy's  analysis  that  the  free  trade  agreement 
does  not  in  any  way  alter,  supplant  or  preempt  the  statutory  man- 
dates of  that  Act. 

Question  No.  16 

We  concur  in  the  Department  of  Energy's  response.  The  Commis- 
sion's policy  is  to  apply  its  decisions  equally  to  all  gas  transported 
or  sold  in  interstate  commerce  without  regard  to  the  country  of 
origin  of  the  gas. 

Question  No.  17 

We  agree  with  the  Department  of  Energy  that  the  free  trade 
agreement  will  not  affect  the  Commission's  regulatory  decisions  in 
the  area  of  rate  design,  particularly  inasmuch  as  the  agreement 
and  the  Natural  Gas  Act  both  mandate  nondiscriminatory  treat- 
ment. The  matter  of  ''postage  stamp  rates"  has  been  placed  at 
issue — by  both  U.S.  and  Canadian  producers  and  suppliers — in  sev- 
eral pending  rate  cases,  and  will  be  addressed  in  the  course  of  the 
decisional  processes  for  those  cases. 

Question  No.  18 

We  have  no  comment  on  the  matter  of  how  the  free  trade  agree- 
ment might  affect  regulatory  actions  taken  by  the  states,  because 
the  functioning  of  state  regulatory  agencies  is  a  matter  that  falls 
beyond  the  scope  of  the  Commission's  jurisdiction. 

Question  No.  19 

Inasmuch  as  this  question  and  response  involve  the  intent  of  the 
negotiators  in  fashioning  the  provisions  of  the  agreement,  we  have 
nothing  to  add  to  the  department  of  Energy's  response. 
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Question  Nos.  20  and  21 

Inasmuch  as  the  matters  of  the  pricing  of  imports  and  restictions 
on  imports  fall  within  the  jurisdiction  of  the  Secretary  of  Energy 
and  the  Administrator  of  the  Economic  Regulatory  Administration, 
we  defer  to  the  Department  of  Energy's  response. 

Question  No.  22 

Inasmuch  as  the  matter  of  Canadian  investment  policy  and  prac- 
tice falls  outside  the  scope  of  the  Commission's  jurisdiction,  we 
have  no  comment  on  it. 

Question  No.  2S 

Inasmuch  as  the  matter  of  Tucker  Act  liability  falls  outside  the 
scope  of  the  Commission's  jurisdiction,  we  have  no  comment  on  it. 

Question  No.  24 

Inasmuch  as  this  question  and  response  involve  the  intent  of  the 
negotiators,  we  defer  to  the  response  of  the  Department  of  Energy. 

Question  No.  25 

In  responding  to  this  question,  we  wish  to  stress  two  points.  First 
of  all,  the  Commission  has  no  jurisdiction  over  transactions  be- 
tween Canadian  affiliates  that  take  place  in  Canada,  and  would  not 
take  any  regulatory  action  that  would  have  the  purpose  or  effect  of 
attempting  to  assert  its  jurisdiction  in  an  extraterritorial  manner. 
Secondly,  with  respect  to  Canadian  gas  that  has  entered  the  U.S. 
and  has  come  within  the  Commission's  jurisdiction,  the  Commis- 
sion, in  regulating  affiliate  relationships,  will  apply  its  regulatory 
requirements  in  a  nondiscriminatory  fashion.  Both  of  these  princi- 
ples of  Commission  policy  are  consistent  with  the  free  trade  agree- 
ment. 

Question  No.  26 

We  have  no  comment  on  how  the  free  trade  agreement  may 
affect  the  manner  in  which  the  states  regulate  electricity,  because 
the  exercise  of  those  functions  by  the  states  falls  outside  the  scope 
of  the  Commission's  jurisdiction. 

Question  Nos.  27  and  28 

Inasmuch  as  issues  regarding  trade  in  uranium  fall  outside  the 
scope  of  the  Commission's  jurisdiction,  we  defer  to  the  Department 
of  Energy's  response. 

Question  No.  29 

Inasmuch  as  to  the  matter  of  the  report  of  Alaskan  oil  falls  out- 
side the  scope  of  the  Commission's  jurisdiction,  we  defer  to  the  De- 
partment of  Energy's  response. 
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The  Secretary  of  Energy, 
Washington,  DC,  January  19,  1988. 
Hon.  John  D.  Dingell, 

Chairman,  Committee  on  Energy  and  Commerce,  House  of  Repre- 
sentatives, Washington,  DC 

Dear  Mr.  Chairman:  Enclosed  is  the  Department  of  Energy's  re- 
sponse to  your  Committee's  energy  concerns  about  the  United 
States-Canada  Free  Trade  negotiations  and  the  proposed  agreement 
as  transmitted  by  your  November  2,  1987,  letter. 

We  worked  closely  with  the  U.S.  Trade  Representative  in  re- 
sponding to  your  Committee's  concerns  after  the  conclusion  of  the 
negotiations.  I  hope  you  find  this  information  useful. 
Yours  truly, 

John  S.  Herrington. 

Enclosure. 

Question  10.  Please  advise  what  laws  (such  as  section  202  of  the 
Federal  Power  Act),  regulations,  and  interpretations  of  the  Depart- 
ment of  Energy,  including  the  Federal  Energy  Regulatory  Commis- 
sion (FERC)  and  the  Bonneville  Power  Administration  (BPA),  and 
the  Department  of  the  Interior  will  be  changed,  modified,  or  other- 
wise affected  as  a  result  of  this  agreement  either  directly  or  indi- 
rectly and  explain  how  they  will  be  changed,  etc.  How  will  the 
agreement  affect  future  regulatory  actions  by  FERC? 

Answer.  The  situation  with  respect  to  U.S.  energy  laws  and  regu- 
lations that  are  within  the  scope  of  the  Free  Trade  Agreement's 
(FTA)  coverage  is  essentially  the  same  as  for  all  U.S.  laws  and  reg- 
ulations within  that  scope.  In  general,  unless  a  current  or  future 
law  or  regulation  is  explicitly  required  to  be  modified  under  the 
terms  of  the  FTA,  it  may  remain  in  place;  however,  both  parties' 
basic  obligations  are  defined  by  the  general  principles  of  the  FTA, 
and  other  necessary  statutory  or  regulatory  changes  may  be  identi- 
fied. 

State  and  local  laws  and  regulations,  and  federal  laws  and  regu- 
lations which  involve  the  exercise  of  discretion,  are  subject  to  con- 
formity with  the  FTA.  Furture  regulatory  actions  by  FERC  are 
subject  to  such  conformity,  as  are  other  regulatory  actions. 

In  the  energy  area,  two  specific  U.S.  laws  have  been  identified  as 
needing  to  be  changed  upon  implementation  of  the  FTA:  (1)  section 
161 V  of  the  Atomic  Energy  Act  is  to  be  modified  to  exempt  Canada 
from  any  restrictions  on  uranium  enrichment  which  might  be  im- 
posed under  this  provision;  and  (2)  section  7(d)  of  the  Export  Ad- 
ministration Act  is  to  be  modified  to  allow  the  export  of  up  to 
50,000  barrels  per  day  of  Alaskan  oil  to  Canada,  subject  to  certain 
conditions.  These  commitments  are  listed  in  Annex  902.5  of  the 
FTA.  No  other  U.S.  laws  are  expressly  required  to  be  changed  with 
respect  to  energy  by  the  FTA,  and  as  of  this  time  no  decision  has 
been  made  to  seek  to  change  any  other  U.S.  law  in  the  implement- 
ing bill. 

Two  or  three  U.S.  energy-related  administrative  actions  may  be 
required  to  implement  the  FTA.  First,  the  Bonneville  Power  Ad- 
ministration (BPA)  is  to  amend  its  Final  Intertie  Access  Policy  to 
eliminate  any  discrimination  against  British  Columbia  Hydro 
based  on  nationality;  i.e.,  BC  Hydro  is  to  be  granted  treatment  no 
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less  favorable  than  that  accorded  U.S.  utilities  outside  the  Pacific 
Northwest  region.  This  commitment  is  listed  in  Annex  905.2  of  the 
FTA.  Secondly,  in  order  to  allow  the  export  of  Alaskan  oil  to 
Canada  as  discussed  above,  it  will  be  necessary  to  amend  the  Com- 
merce Department's  regulations  at  15  C.F.R.  377.6;  and  in  this  con- 
nection, it  also  may  be  necessary  to  amend  the  President's  findings 
(see  50  F.R.  25189,  June  18,  1985)  permitting  exports  of  domestic 
crude  oil  to  Canada  under  statutory  provisions  other  than  section 
7(d)  of  the  Export  Administration  Act. 

In  the  future,  should  Canada  believe  that  a  U.S.  energy  law  or 
regulation  directly  discriminates  against  Canadian  energy  or  is  oth- 
erwise inconsistent  with  the  commitments  of  the  FTA,  it  may  re- 
quest consultations  with  appropriate  U.S.  Government  agencies,  as 
provided  in  Article  905  of  the  FTA.  Should  these  consultations  not 
resolve  any  differences,  Canada  may  bring  the  matter  to  dispute 
settlement  (discussed  in  response  to  other  questions). 

Incidentally,  it  should  be  noted  that  while  the  energy-specific 
provisions  of  the  FTA  are  found  in  Chapter  9,  a  number  of  other 
provisions  of  the  FTA  are  also  relevant  to  bilateral  energy  trade. 

Question  11.  The  Confidential  Appraisal  states: 

"We  were  not  able  to  agree  to  elimination  of  all  restrictions  on 
investment  in  the  energy  sector  in  Canada,  but  we  did  reach  agree- 
ment on  some  liberalization  of  those  rules.  We  think  we  can  live 
with  this  situation,  which  includes  a  pledge  on  Canada's  part  not  to 
return  to  the  much  more  restrictive  measures  which  were  applied 
to  this  sector  in  the  past." 

I  note  that  one  oil  and  gas  industry  official  is  quoted  as  observing 
that  assured  access  to  supplies  in  Canada  "may  be  the  priority  of 
the  government,  but  from  the  perspective  of  U.S.  companies, 
there's  not  much  in  the  pact."  Please  explain  what  rules  were  lib- 
eralized and  identify  the  restrictions  that  were  not  eliminated. 
Please  explain  the  "pledge"  and  indicate  how  binding  it  is.  How 
significant  is  that  pledge?  Was  assurance  of  supplies  the  U.S.  prior- 
ity? If  so,  why? 

Answer.  The  investment  portion  of  the  agreement  was  negotiated 
under  the  leadership  of  Treasury  Department  officials.  Secretary 
Baker  was  not  a  recipient  of  your  original  letter.  We  have  referred 
this  question  to  appropriate  officials  at  Treasury. 

Question  12.  The  Elements  of  the  Agreement  state: 

"Both  sides  have  agreed  to  prohibit  restrictions  on  imports  or  ex- 
ports, including  quantitative  restrictions,  taxes,  minimum  import 
or  export  price  requirements  or  any  other  equivalent  measure,  sub- 
ject to  very  limited  exceptions:  (1)  short  supply  or  prevention  of  ex- 
haustion of  a  finite  energy  resource,  but  only  if  the  exporting  Party 
provides  proportional  access  to  the  diminished  supply  and  does  not 
otherwise  discriminate  on  price;  or  (2)  national  security,  to  supply 
military  establishment  or  critical  defense  contracts,  respond  to  a 
situation  of  armed  conflict,  prevent  nuclear  proliferation  or  re- 
spond to  direct  threats  to  supply  of  nuclear  materials  for  defense 
purposes. 

"Parties  will  consult  on  energy  regulatory  actions  which  could 
directly  result  in  discrimination  inconsistent  with  the  principles  of 
the  Agreement." 
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(a)  What  current  "restrictions"  of  the  United  States  and  Canada 
will  be  eliminated  as  a  result  of  this  prohibition  and  when? 

(b)  Please  explain  the  process  for  the  consultations  on  "regula- 
tory actions,"  such  as  actions  by  FERC. 

Answer,  (a)  With  respect  to  existing  restrictions,  under  the  FTA, 
Canada  will:  (1)  exempt  the  United  States  from  its  current  policy  of 
requiring  that  uranium  exports  be  upgraded  to  the  maximum 
extent  possible  in  Canada  prior  to  export,  and  (2)  eliminate  its  re- 
quirement that  electricity  exports  not  be  priced  significantly  less 
than  the  least-cost  alternative  available  to  U.S.  importers.  These 
commitments  are  listed  in  Annexes  902.5  and  905.2  of  the  FTA. 
Specific  U.S.  restrictions  on  energy  trade  to  be  modified  are  de- 
scribed in  the  answer  to  Question  10  and  in  these  same  Annexes. 
The  two  countries  have  also  agreed  not  to  impose  certain  future  re- 
strictions of  the  type  one  country  or  the  other  has  imposed  in  the 
past,  e.g.,  oil  import  quotas  and  fees  in  the  United  States  and 
export  restrictions,  taxes  and  minimum  prices  in  Canada.  Articles 
902,  903,  904  and  907  of  the  FTA  contain  these  commitments. 

(b)  Under  the  provision  for  consultation  on  energy  regulatory  ac- 
tions (Article  905),  if  either  Party  believes  that  energy  regulatory 
actions  by  the  other  Party  would  directly  result  in  discrimination 
against  its  energy  goods  or  its  persons  (buyers,  sellers,  etc.)  incon- 
sistent with  the  principles  of  the  FTA,  it  may  initiate  direct  consul- 
tation with  the  other  Party.  For  purposes  of  this  provision,  an 
"energy  regulatory  action"  includes  any  action  by  Canada's  Na- 
tional Energy  Board  (NEB)  or  by  the  U.S.  Federal  Energy  Regula- 
tory Commission  (FERC)  or  Economic  Regulatory  Administration 
(ERA).  The  Agreement  specifies  that  consultants  on  issues  raised 
with  respect  to  actions  of  the  NEB,  FERC  and  the  ERA  would  in- 
clude Canada's  Department  of  Energy  Mines  and  Resources  and 
the  U.S.  Department  of  Energy.  Whether  other  departments  or  reg- 
ulatory agencies  participated  would  depend  on  the  circumstances  of 
the  specific  "regulatory  action";  for  example,  an  agency  could  elect 
not  to  take  part  in  consultations  on  a  particular  regulatory  matter 
pending  before  it  if  such  consultants  might  be  considered  inappro- 
priate. 

Question  IS.  The  Elements  state: 

"Both  sides  have  agreed  to  (1)  support  continuing  Bonneville 
Power-B.C.  Hydro  negotiations,  encouraging  parties  to  work  out 
their  differences  consistent  with  the  objectives  and  principles  of  the 
Agreement;  and  (2)  allow  existing  or  future  incentives  for  oil  and 
gas  exploration,  development  and  related  activities  in  order  to 
maintain  the  reserve  base  for  these  energy  resources" 

I  am  uncertain  about  the  purpose  and  effect  of  this  statement,  it 
appears  hortatory,  except  for  the  phrase  "consistent  with  the  objec- 
tives and  principles  of  the  Agreement"  and  the  lack  of  any  refer- 
ence to  U.S.  laws  applicable  to  the  BPA.  Why  was  this  provision 
included?  How  could  this  Agreement  affect  these  "negotiations"? 
What  are  the  "objectives  and  principles"  that  apply?  Will  B.C. 
Hydro  receive  access  to  BPA  "equivalent  to  a  non-BPA  utility  in 
Eastern  Montana"?  What  is  that  utility?  What  are  their  terms  of 
access?  Is  access  on  a  "space  available  basis"?  Is  access  on  a  firm  or 
interruptible  basis?  Is  access  based  on  cost  of  service  rates?  Will 
any  U.S.  utilities  receive  access  on  a  less  favorable  basis?  Who  will 
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enforce  such  an  agreement  (FERC,  BPA,  Courts,  dispute  resolution, 
etc.)?  What  is  the  practical  effect  of  this  agreement?  Will  Califor- 
nia gain  access  to  the  B.C.  Hydropower  it  has  been  seeking?  If 
access  results  in  a  lower  return  for  BPA,  who  will  the  shortfall  be 
made  up?  Will  rates  to  BPA  customers  be  increased  over  the  short 
or  long  term?  Will  the  Federal  government  get  less? 

Answer.  The  statement  quoted  in  the  question  is  indeed  hortato- 
ry. The  objectives  and  principles  which  will  apply  are  those  con- 
tained in  the  FTA. 

With  respect  to  BPA,  the  Agreement  explicitly  addresses  only 
the  aspects  of  the  Final  Intertie  Access  Policy  which  may  be  incon- 
sistent with  the  principle  of  National  Treatment,  as  noted  in  the 
answer  to  Question  10.  No  other  BPA  administrative  action  is  re- 
quired to  be  undertaken  by  the  FTA.  it  is  assumed  that  future  BPA 
actions  will  be  consistent  with  the  objectives  and  principles  of  the 
FTA.  The  negotiators  did  not  reach  specific  agreements  regarding 
the  details  of  the  BPA  situation  but  felt  these  details  were  best  left 
to  be  negotiated  between  the  parties  directly  involved,  i.e.,  BPA 
and  BC  Hydro.  It  was  the  clear  sense  of  the  trade  negotiators  on 
both  sides  that  mutually  beneficial  results  could  be  achieved  by 
direct  negotiations  between  the  involved  parties,  and  those  parties 
are  encouraged  by  the  FTA  to  attempt  to  reach  such  results.  The 
objectives  of  the  FTA  provide  broad  guidance  for  such  voluntary 
negotiations. 

The  FTA  was  not  intended  by  the  trade  negotiators  to  require  a 
particular  outcome  in  pending  litigation  with  respect  to  the  BPA 
Intertie  Access  Policy.  If  such  litigation  culminated  in  BPA's  being 
ordered  to  afford  B.C.  Hydro  more  favorable  access  to  the  Intertie 
than  is  required  under  the  FTA,  the  FTA  would  not  preclude  al- 
lowing it. 

With  regard  to  your  more  specific  questions  about  certain  utili- 
ties and  markets,  many  of  them  should  be  answered  by  the  new 
draft  Final  Intertie  Access  Policy  recently  rleeased  by  BPA.  A  copy 
is  attached  for  your  information,  and  BPA  would  be  pleased  ot 
brief  you  or  your  staff  on  the  details. 

Question  I4.  In  regard  to  clause  (2)  above,  please  identify  all  such 
existing  "incentives '  in  Canada  and  the  U.S.  Please  give  criteria 
for,  and  examples  of,  possible  future  incentives.  Does  this  provision 
apply  to  disincentives  as  well?  U.S.  oil  producers  are  currently  sub- 
ject to  a  windfall  profits  tax.  Are  the  Canadians  subject  to  such  a 
tax?  Are  incentives  limited  to  tax  incentives  or  do  they  apply  to 
regulatory  "incentives?"  If  regulatory  incentives  are  allowed, 
please  give  examples. 

Answer.  The  phrase  in  the  Elements  of  the  Agreement  referring 
to  investment  incentives  in  the  oil  and  gas  area,  which  is  reflected 
in  Article  906  of  the  FTA,  simply  recognizes  that  some  incentives 
in  this  area  are  important  to  both  countries  in  maintaining  total 
North  American  supplies  of  these  energy  resources.  There  are  a 
number  of  programs  on  both  sides,  at  both  Federal  and  state/pro- 
vincial levels,  that  assist  oil  and  gas  exploration,  and  the  negotia- 
tors did  not  attempt  to  prepare  an  exhaustive  list  of  such  pro- 
grams. Rather,  the  agreement  was  simply  that  these  programs  did 
not  have  to  be  eliminated  as  part  of  the  implementation  of  the 
FTA.  To  the  degree  that  government  subsidies  on  either  side  may 
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in  the  future  result  in  exports  that  injure  the  other  country's  do- 
mestic industry,  that  industry  will  still  be  free  to  seek  relief  under 
existing  countervailing  duty  laws,  as  indicated  by  Article  1902  of 
the  FTA. 

Question  15.  (a)  While  tariff  barriers  are  rather  easy  to  identify, 
nontariff  barriers  are  more  complex.  For  example.  Administration 
staff  have  explained  that  Order  256  by  the  FERC  has  been  ex- 
cluded from  the  agreement.  However  Order  256  is  an  example  of 
how  one  Nation  (the  United  States)  may  believe  it  is  applying  even- 
handed  regulation  and  the  other  Nation  (Canada)  does  not.  The 
question  is  sure  to  be  raised  again  in  the  context  of  Economic  Reg- 
ulatory Administration  action  for  Canadian  gas  going  west  (Califor- 
nia) and  east  (Minnesota).  How  do  you  expect  the  agreement  to 
affect  such  cases?  Is  the  agreement  intended  to  preempt  or  supple- 
ment decisions  made  under  the  Natural  Gas  Act? 

(b)  Some  in  the  Administration  have  indicated  the  agreement 
will  have  little  effect  on  such  cases  because  the  agreement  will  not 
be  specifically  set  forth  in  legislation.  However,  it  is  ''approved"  by 
the  legislation.  Also,  some  Administration  staff  indicate  that  they 
will  treat  policy  statements  in  the  agreement  as  if  they  were  law. 
What  is  the  intended  effect? 

Answer.  The  general  applicability  of  the  FTA  to  energy  regula- 
tory actions  is  explained  in  the  answers  to  Questions  10  and  12. 
The  negotiators  did  not  attempt  to  analyze  the  precise  effects  of 
the  FTA  principles  on  every  existing  or  proposed  energy  regula- 
tion. It  is  expected  that  these  regulations  will  not  discriminate  di- 
rectly against  the  energy  goods  or  persons  of  the  other  country, 
and  that  all  state  or  discretionary  federal  regulatory  actions  that 
are  within  the  scope  of  the  FTA  will  be  conducted  in  accordance 
with  the  FTA's  principles.  To  the  extent  that  the  other  country  be- 
lieves there  is  discrimination,  the  FTA  provides  for  consultation  (in 
Articles  905  and  1804)  and  dispute  settlement  (in  Chapter  18). 
Where  U.S.  laws  and  regulations  are  uniform,  consistent  and  equi- 
table to  all  parties,  domestic  and  foreign,  there  should  be  no  incon- 
sistency with  the  FTA.  Only  those  few  U.S.  laws  and  regulations 
noted  in  the  answer  to  Question  10  have  been  identified  as  needing 
to  be  modified  in  implementing  the  Agreement. 

Question  16.  One  of  the  fundamental  disputes  occurring  in  natu- 
ral gas  regulation  is  over  the  so-called  take-or-pay  problem.  FERC 
has  issued  Order  500  which  allows  pipeline  companies  to  condition 
the  transportation  of  natural  gas  on  receiving  take-or-pay  relief. 
Would  the  Free  Trade  Agreement  anticipate  extending  the  applica- 
tion of  such  Orders  to  the  Canadians  or  to  Canadian-United  States 
agreements  such  as  the  rates  guaranteed  the  Alaskan  Natural  Gas 
Transportation  System?  Although  the  application  of  Order  500  to 
Canadian  production  would  be  a  restriction  on  imports,  it  is  a  re- 
striction would  be  a  restriction  on  imports,  it  is  a  restriction  U.S. 
production  also  faces.  Does  the  FTA  prohibition  of  restrictions 
mean  the  absolute  limit  of  restrictions  or  the  equal  application  of 
restrictions  to  Canadian  as  well  as  U.S.  natural  gas? 

Answer.  The  FTA  does  not  specifically  address  any  FERC  orders 
or  opinions.  These  could  be  affected  in  the  manner  described  in  the 
answers  to  Questions  10,  12  and  15.  In  general,  FERC  decisions 
apply  equally  to  all  gas  sold  in  U.S.  interstate  commerce,  regard- 
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less  of  whether  it  is  produced  in  the  United  States,  Canada  or  any 
other  country  (such  as  Algeria).  The  FTA  prohibits  discrimination 
against  Canadian  gas  where  such  discrimination  is  associated  with 
the  fact  of  Canadian  origin  of  the  gas.  Where  restrictions  apply 
equally  to  both  domestic  and  imported  gas,  they  would  not  neces- 
sarily be  inconsistent  with  the  FTA.  In  the  specific  case  of  the 
ANGTS  agreement,  because  of  the  nature  of  the  Treaty  between 
the  United  States  and  Canada  the  FERC  has  exempted  the  Alaska 
Natural  Gas  Transportation  System  from  compliance  with  several 
of  its  decisions.  This  stance  is  not  inconsistent  with  the  FTA. 

Question  17.  One  of  the  anticipated  disputes  in  natural  gas  regu- 
lation is  rate  design.  An  example  of  the  potential  conflict  is  in  the 
area  of  so-called  "postage  stamp  rates."  Under  this  theory,  trans- 
portation rates  are  the  same  whether  gas  is  transported  one  mile 
or  one  thousand  miles.  The  Canadians  have  argued  that  in  the  case 
of  pipeline  companies  which  serve  areas  close  to  Canada,  the  rates 
are  discriminatory  because  the  Canadians  have  to  pay  the  same 
rates  as  U.S.  producers  much  further  away.  Would  the  FTA  affect 
the  way  FERC  considers  such  cases? 

Answer.  The  FTA  will  not  impact  regulatory  decisions  except  in 
the  manner  explained  in  Questions  10,  12,  15.  The  FERC's  upcom- 
ing Rate  Design  agenda  is  expected  to  address  ''postage  stamp 
rates"  which  have  been  protested  by  both  United  States  and  Cana- 
dian producers  in  various  cases. 

Question  18.  In  the  area  of  state  regulation,  United  States  and 
Canadian  producers  also  have  come  into  conflict.  For  example, 
California  has  a  least  cost  purchasing  requirement  of  its  natural 
gas  distribution  companies.  When  the  ordering  was  based  on  vari- 
able costs,  many  U.S.  producers  were  upset  that  the  significant 
fixed  costs  paid  to  the  Canadians  were  ignored.  If  the  ordering  is 
changed  to  take  these  fixed  cost  into  account,  the  Canadians  com- 
plain. How  would  the  FTA  affect  state  regulation  in  cases  like  this? 

Answer.  State  and  provincial  regulations  governing  energy  trade 
would  be  subject  to  conformity  with  the  FTA.  If  those  regulations 
treat  domestic  and  imported  gas  equally,  they  are  unlikely  to  con- 
travene the  FTA.  If  state  regulations  were  in  fact  to  discriminate 
against  Canadian  energy,  Canadian  producers  could  appeal  to  the 
Canadian  Government  and  Canada  could  invoke  the  FTA  provi- 
sions on  consultation  and  dispute  settlement. 

Question  19.  It  has  been  alleged  in  both  natural  gas  and  electrici- 
ty trade  that  Canada  has  offered  contracts  at  a  discount  to  domes- 
tic alternative  fuels.  For  example,  Canadian  gas  or  electricity 
would  be  offered  at  80  percent  of  domestic  gas  or  electricity,  respec- 
tively, delivered  at  the  city-gate.  Is  this  practice  affected  by  the 
agreement  in  any  way? 

Answer.  The  FTA  does  not  regulate  the  terms  of  commercial 
agreements  that  may  be  freely  negotiated  between  willing  buyers 
and  willing  sellers.  Rather,  it  limits  the  manner  in  which  govern- 
ments on  either  side  may  intervene  to  restrict  trade  or  discrimi- 
nate with  respect  to  the  terms  of  such  agreements.  Where  Canadi- 
an energy  is  competitive  and  is  not  dumped  or  its  exportation  sub- 
sidized, there  are  expected  to  be  essentially  no  restrictions  on  its 
importation  into  the  United  States.  In  fact,  some  have  argued  that 
the  selling  of  electricity  at  80  percent  of  the  price  of  alternative 
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fuels  represents  "price  gouging"  relative  to  the  actual  cost  of  the 
energy.  To  the  degree  that  this  may  have  been  true,  the  elimina- 
tion of  the  "least-cost  alternative  test"  under  the  FT  A  should 
assure  U.S.  consumers  the  most  competitive  price  to  be  freely  nego- 
tiated for  energy  supplies  from  any  secure  source. 

Question  20.  One  of  the  lower  price  barriers  of  Canadian  gas  to 
the  United  States  is  the  city-gate  price  of  gas  to  cities  in  Eastern 
Canada.  Would  that  floor  price  be  affected  by  the  FTA?  What  is 
that  floor  price  now?  How  does  it  apply  to  fixed  costs  and  how  does 
it  apply  to  variable  costs?  Would  rates  sold  to  U.S.  markets  below 
these  rates  and  terms  be  considered  dumping?  Please  answer  the 
same  question  for  electricity. 

Answer.  Decontrol  of  gas  pricing  in  Canada  on  November  1,  1986, 
eliminated  the  so-called  "Toronto  city  gate"  floor  price.  Moreover, 
minimum  export  price  requirements  will  be  explicitly  prohibited 
under  the  provisions  of  the  FTA.  The  United  States  has  not  insist- 
ed that  Canada  eliminate  its  export  price  monitoring  function,  but 
the  United  States  could  object  under  the  FTA  if  this  were  used  for 
any  purpose  other  than  simply  to  assure  that  Canadian  gas  is  not 
"dumped"  in  U.S.  markets,  which  would  be  in  violation  of  U.S. 
unfair  trade  laws.  Rate  structures  for  the  allocation  of  fixed  and 
variable  costs  are  set  by  the  National  Energy  Board  in  Canada,  but 
all  rates  on  U.S.  interstate  pipelines  involving  resale  of  Canadian 
gas  are  subject  to  FERC  review.  The  same  considerations  would 
apply  equally  to  electricity. 

Question  21.  One  of  the  major  benefits  for  the  United  States  of 
the  FTA  reportedly  is  the  limitation  on  the  Canadians  unilaterally 
raising  prices  or  limiting  supplies  to  the  United  States.  Please  list 
the  examples  of  such  practices  that  occurred  over  the  last  ten 
years.  If  the  price  of  oil  rose,  what  are  the  anticipated  changes  in 
Provincial  and  Canadian  law  which  would  limit  such  problems  in 
natural  gas?  If  the  Canadians  were  to  violate  the  FTA  by  raising 
prices  or  limiting  supplies  what  would  possible  remedies  be?  I  point 
out  that  the  United  States  has  very  little  energy  exports  to 
Canada. 

Answer.  Under  Articles  902,  903  and  904  of  the  FTA,  no  restric- 
tions (including  minimum  export  price  requirements)  could  be 
placed  on  exports  except  under  the  specific  conditions  where  there 
may  be  exceptions.  In  the  energy  area,  these  generally  are  where 
there  is  a  militarily-related  national  security  requirement  (Article 
907)  or  where  there  is  a  situation  of  short  supply,  domestic  price 
control  program,  or  threat  of  exhaustion  of  a  finite  natural  re- 
source (Article  904).  In  the  latter  situations,  as  specified  in  Article 
904,  the  FTA  requires  that  the  restriction:  (1)  not  reduce  the  pro- 
portion of  available  supply  that  was  exported  during  the  most 
recent  representative  period  (36  months  unless  agreed  otherwise); 
(2)  not  require  the  disruption  of  normal  patterns  of  supply  or  prod- 
uct composition;  and  (3)  not  impose  a  higher  price  on  exports  than 
is  charged  for  comparable  domestic  sales.  Any  violation  of  these 
commitments  would  be  addressed  under  the  dispute-settlement 
mechanism  described  in  Chapter  18.  These  provisions  of  the  FTA 
should  assure  U.S.  purchasers  of  Canadian  energy  equitable  treat- 
ment and  result  in  significant  enhancement  of  our  energy  supply 
security. 
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There  have  been  numerous  examples  of  both  countries'  interven- 
tion in  energy  trade  over  the  past  25  years,  including  U.S.  oil 
import  fees  and  quotas,  Canadian  oil  export  taxes  and  restrictions, 
Canadian  minimum  gas  export  price  requirements,  U.S.  restric- 
tions on  eniichment  of  Canadian  uranium,  and  Canadian  restric- 
tions on  exports  of  unprocessed  uranium,  to  name  a  few.  It  was 
agreed  by  the  trade  negotiators  that  such  interventions  have,  in 
general,  not  been  beneficial  to  either  country  over  the  longer  term, 
since  their  net  effect  has  been  to  reduce  total  energy  supplies  avail- 
able to  the  two  countries  from  combined  resources  and  to  increase 
consumer  uncertainty  regarding  both  future  supplies  and  future 
prices  of  energy  in  the  United  States-Canada  market  area. 

By  way  of  background,  the  bilateral  energy  trade  between  the 
United  States  and  Canada  is  quite  important  and,  while  most  of  it 
is  from  Canada  to  the  United  States,  our  exports  to  Canada  in  1986 
were  not  insignificant.  Canada  was  our  largest  foreign  purchaser  of 
coal  and  other  solid  fuels  in  1986,  about  $800  million  in  exports, 
and  purchased  overall  about  $1.3  billion  of  U.S.  energy,  including 
electricity. 

Of  course,  in  case  it  became  necessary  for  the  United  States  to 
suspend  trade  benefits  to  Canada  following  a  favorable  dispute  res- 
olution under  Chapter  18  of  the  FT  A,  those  benefits  would  not  nec- 
essarily have  to  be  in  the  area  of  energy  trade. 

Question  22,  Not  long  ago  Canada  launched  an  effort  to  ''encour- 
age" energy  companies  which  operated  in  Canada  to  have  a  sub- 
stantial Canadian  ownership.  Please  list  all  such  provincial  and 
federal  requirements.  Are  these  to  be  eliminated  through  the 
agreement? 

Answer.  See  answer  to  Question  11. 

Question  23.  If  private  financial  losses  arise  out  of  a  dependence 
of  the  terms  of  the  FTA,  would  the  Federal  government  assume  a 
Tucker  Act  liability? 

Answer.  Not  to  best  of  our  understanding.  Perhaps  the  Commit- 
tee could  elaborate  on  the  specific  concern  regarding  this  statute. 

Question  24.  Does  the  specific  provision  for  allowance  of  "incen- 
tives'' for  Canadian  energy  production  eliminate  the  access  of  do- 
mestic producers  to  remedies  under  trade  and  energy  laws? 

Answer.  No.  See  answer  to  Question  14. 

Question  25.  FERC  is  closely  monitoring  transactions  between 
pipelines  and  their  producing  and  marketing  affiliates.  How  would 
the  FTA  affect  the  FERC  review  of  Canadian  affiliate  transactions? 

Answer.  See  answer  to  Question  15. 

Question  26.  In  the  United  States,  many  of  the  transactions  deal- 
ing with  electricity  are  regulated  by  the  states.  How  would  the 
FTA  affect  this  regulation?  If  states  have  a  policy  of  not  allowing 
the  transmission  of  Canadian  power,  would  the  FTA  override  this 
policy? 

Answer.  See  answer  to  Question  18. 

Question  27.  The  FTA  apparently  anticipates  the  elimination  of 
the  restrictions  of  161(v)  of  the  Atomic  Energy  Act  with  respect  to 
Canada.  There  has  been  a  court  decision  in  this  area,  that  if  upheld 
by  the  Supreme  Court  would  likely  require  the  DOE  to  impose 
import  restrictions  on  uranium.  If  the  case  is  affirmed,  how  would 
you  envision  implementing  this  provision? 
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Answer.  To  implement  the  FTA,  Congress  must  enact  legislation 
that  would  grant  Canada  an  exemption  from  any  import  restric- 
tions imposed  pursuant  to  Section  161  v. 

Question  27(h).  Would  transshipments  of  foreign  uranium 
through  Canada  to  the  United  States  be  limited? 

Answer.  Yes.  Foreign  uranium  shipped  through  Canada  would  be 
subject  to  import  restrictions  pursuant  to  section  161v  of  the 
Atomic  Energy  Act.  Since  third  country  uranium  would  not  satisfy 
the  FTA's  rules  of  origin  for  Canadian  goods  (See  Article  301),  the 
Agreement  would  not  prevent  the  United  States  from  restricting 
its  importation;  moreover,  Article  902.3(a)  expressly  recognizes  that 
each  Party  to  the  FTA  reserves  the  right  to  regulate  the  importa- 
tion of  third  country  energy  goods  transshipped  through  the  terri- 
tory of  the  other  Party. 

Question  27(c).  Would  Canadian  uranium  be  afforded  the  same 
considerations  as  domestic  uranium  under  161(v)? 

Answer.  While  the  Candian  uranium  industry  is  not  considered 
''domestic"  with  respect  to  section  161v  provisions,  the  FTA  pro- 
vides the  framework  for  Canada's  being  granted  an  exemption 
from  any  import  restrictions  imposed  pursuant  to  section  161v.  As 
indicated  above,  ratification  of  the  FTA  would  require  the  enact- 
ment of  implementing  legislation  to  amend  section  161  v  so  that  it 
is  in  agreement  with  the  provisions  of  the  FTA. 

Question  27(d).  Is  Canadian  uranium  subsidized  through  interest 
free  loans,  grants,  or  government  guarantees  or  other  means? 
What  is  the  extent  of  this  subsidy? 

Answer.  We  understand  that  there  have  been  some  grants  and 
other  benefits  to  the  Canadian  uranium  industry  in  the  past.  The 
present  effects  of  these  past  programs  are  not  significant  relative 
to  the  cost  difference  between  Canadian  and  United  States  urani- 
um production  (based  on  ore  quality).  We  are  unaware  of  any 
present  grants  or  other  benefits  being  given  to  the  Canadian  indus- 
try. 

Question  27(e).  Will  the  FTA  limit  trade  remedies  allowed  domes- 
tic uranium  producers? 

Answer.  Imports  of  Canadian  uranium  would  still  be  subject  to 
action  under  U.S.  trade  laws  (see  also  answer  to  question  14). 

Question  27(f).  If  allowed  unrestricted  access,  what  is  the  antici- 
pated impact  on  domestic  uranium  production? 

Answer.  No  significant  change  in  domestic  uranium  production 
is  expected  as  a  result  of  implementing  the  proposed  FTA.  Howev- 
er, one  advantage  of  the  FTA  is  that  it  would  provide  sales  oppor- 
tunities to  U.S.  firms  that  process  uranium  by  eliminating  the  Ca- 
nadian Government's  policy  that  all  Canadian-origin  uranium  be 
processed  (converted  to  uranium  hexafluoride)  in  Canada  before 
shipment  to  the  United  States  for  enrichment.  Under  the  FTA,  cus- 
tomers would  be  able  to  have  Canadian  uranium  processed  at 
United  States  conversion  facilities  prior  to  enrichment  by  DOE. 

Question  27(g).  Does  dependence  on  imported  sources  for  uranium 
cause  any  national  security  concerns? 

Answer.  In  1986,  foreign  uranium  comprised  about  44  percent  of 
domestic  utility  requirements,  about  80  percent  of  which  was  from 
Canada.  Since  a  significant  majority  of  foreign-origin  uranium  is 
imported  from  Canada  and  we  consider  Canada  to  be  a  strong  ally 
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and  integral  part  of  our  national  security,  we  believe  that  the  con- 
tinued importation  of  Canadian-origin  uranium  does  not  represent 
a  national  security  concern. 

Question  27(h).  Would  the  Canadians  be  allowed  to  attach  limita- 
tions on  the  use  of  their  uranium  by  the  United  States? 

Answer.  Both  countries  would  be  allowed  to  restrict  the  trade  in 
energy  goods  for  the  narrow  national  security  purposes  specified 
under  Article  907  of  the  proposed  agreement.  Two  of  the  purposes 
set  out  under  Article  907,  which  may  be  potentially  relevant,  per- 
tain to  measures  restricting  imports  or  exports  of  energy  goods  to: 

(c)  implement  national  policies  or  international  agreements 
relating  to  the  non-proliferation  of  nuclear  weapons  or  other 
nuclear  devices;  or 

(d)  respond  to  direct  threats  of  disruption  in  the  supply  of 
nuclear  materials  for  defense  purposes. 

Question  28.  It  has  been  alleged  that  the  Canadians  (1)  deeply  dif- 
ferentially price  uranium  ($85  per  pound  for  Canada,  $17  per 
pound  for  the  United  States);  (2)  reviews  all  terms  and  conditions 
for  exports  to  the  United  States;  (3)  through  contracts  and  other 
means,  prevent  U.S.  uranium  sales  in  Canada  and  (4)  limit  U.S. 
ownership  of  uranium  in  Canada.  Are  these  allegations  true?  How 
will  these  practices  be  affected  by  the  FT  A? 

Answer.  These  allegations  are  not  entirely  true.  See  answer  to 
Question  27  and  attached  letter  for  general  response.  As  to  the  par- 
ticular allegations: 

(1)  A  wide  range  of  uranium  prices  prevails  in  both  the  United 
States  and  Canada  due  to  significant  changes  in  market  conditions 
over  the  past  20  years  and  to  differences  in  sources  of  supply  and 
terms  of  sale.  During  the  1970s,  when  longer-term  shortages  were 
anticipated  by  many  analysts,  a  number  of  utilities  entered  into 
long-term  supply  contracts  at  relatively  high  prices.  Some  of  these 
contracts  are  still  in  force  in  both  the  United  States  and  Canada. 
At  the  same  time,  recent  contract  and  spot  sales  reflect  a  signifi- 
cant oversupply  situation  that  has  prevailed  since  the  early  1980s. 
Some  sales  in  recent  years  also  reflect  the  newer,  low-cost  Canadi- 
an supplies  brought  on  stream  in  Saskatchewan.  Price  differentials 
in  the  market  in  general  result  mostly  from  these  different  condi- 
tions. We  have  no  evidence  that  the  Canadian  Government  is  cur- 
rently mandating  lower  prices  to  the  U.S.  market,  which  would  be 
contrary  to  their  general  policy  of  requiring  comparable  prices  for 
United  States  and  Canadian  sales  (see  answer  to  Question  19). 

(2)  The  Canadian  Uranium  Export  Review  Board  reviews  all  ura- 
nium exports  from  Canada.  The  principal  restriction  imposed  on 
exports  has  been  the  uranium  upgrading  requirement,  which 
Canada  has  agreed  to  eliminate  with  respect  to  the  United  States 
(see  answer  to  Question  10). 

(3)  Canada  has  not  directly  restricted  U.S.  uranium  sales  to 
Canada.  The  requirement  that  Canadian  exporters  of  uranium 
demonstrate  that  such  exports  were  surplus  to  Canadian  needs  has 
been  interpreted  as  a  requirement  that  Canadian  utilities  have 
long-term  contracts  to  supply  their  needs.  There  is  no  reason  in 
principle  why  such  contracts  could  not  be  for  U.S.  origin  uranium, 
and  we  have  been  assured  by  Canadian  negotiators  that  there  are 
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no  prohibitions  against  the  bids  of  U.S.  suppliers  to  meet  these 
needs. 

(4)  U.S.  ownership  of  Canadian  uranium  goods  is  not  restricted 
under  Canadian  laws  or  under  official  regulations  issued  pursuant 
to  those  laws.  See  answer  to  Question  11  for  specific  aspects  of  the 
FTA  related  to  uranium  industry  investment. 

Question  29.  Under  the  FTA,  50,000  barrels  per  day  of  Alaskan 
oil  is  expected  to  be  shipped  to  Canada.  In  the  trade  bill  under  con- 
sideration in  Congress  a  similar  provision  allows  such  exports  as  a 
displacement  transaction  bringing  oil  to  the  Midwest.  Is  this  what 
is  intended?  Will  exports  to  Canada  be  limited  to  50,000  barrels  per 
day?  Is  there  any  anticipation  or  any  discussion  with  the  Canadi- 
ans that  the  50,000  figure  be  raised  some  time  in  the  future? 

Answer.  The  50,000  barrel  per  day  exemption  from  Alaskan  oil 
export  restrictions  for  export  to  Canada  is  intended  to  accommo- 
date anticipated  needs  in  British  Columbia.  However,  it  is  not  in 
any  way  linked,  as  in  the  case  of  the  trade  bill  (H.R.  3),  to  a  dis- 
placement transaction  bringing  oil  to  the  U.S.  Midwest,  and  that  is 
an  important  distinction.  It  is  quite  possible  that  these  volumes 
will  back  out  equal  volumes  of  crude  oil  currently  going  to  British 
Columbia  from  Alberta,  thus  freeing  the  Alberta  crude  for  export 
to  the  U.S.  Midwest,  but  this  is  not  an  explicit  requirement  of  the 
FTA  provision. 

This  volume  is  expected  to  be  the  upper  limit  on  such  require- 
ments, given  the  current  technical  limitations  of  British  Columbia 
refineries.  No  further  increase  is  anticipated  at  this  time,  nor  has 
there  been  discussion  with  the  Canadians  of  raising  the  50,000 
figure  in  the  future;  should  such  an  increase  be  requested,  it  would 
require  an  additional  change  in  the  law  and  would  have  to  be 
judged  at  that  time  on  its  merits. 

Changes  in  Existing  Law  Made  by  the  Bill,  as  Reported 

In  compliance  with  clause  3  of  rule  XIII  of  the  Rules  of  the 
House  of  Representatives,  changes  in  existing  law  made  by  the  bill, 
as  reported,  are  shown  in  part  1  of  the  report,  filed  by  the  Commit- 
tee on  Ways  and  Means. 


ADDITIONAL  VIEWS  OF  THE  HONORABLE  JOHN  BRYANT 

This  United  States-Canada  Free  Trade  Agreement  Implementing 
Legislation  now  before  the  House,  which  the  Administration  is  en- 
thusiastically urging  Congress  to  approve,  endorses  and  ratifies  the 
continuation,  in  a  modified  form,  of  the  Investment  Canada  Act, 
the  Canadian  government's  registration  and  review  process  for  for- 
eign investment  there. 

If  this  agreement  is  adopted,  Canada  will,  with  our  government's 
official  blessing,  not  only  continue  to  require  the  extensive  report- 
ing of  most  U.S.  investment  in  Canada,  but  will  also  continue  its 
prescreening  process  and  other  restrictions  in  the  full  range  of  Ca- 
nadian industries,  whose  American  counterparts  are  completely 
open  to  Canadian  investors. 

During  the  debates  on  H.R.  3,  The  Omnibus  Trade  Bill,  I  offered 
an  amendment  merely  to  require  disclosure  of  major  foreign-owned 
interests  in  the  United  States.  For  most  investors,  it  asks  only, 
"Who  are  you,  where  are  you  from,  and  what  have  you  got?" — in- 
formation that  would  fit  on  a  postcard.  Even  for  controlling  inter- 
ests in  large  U.S.  businesses,  it  asks  only  for  basic  financial  data, 
less  than  what  much  smaller  publicly  traded  American  corpora- 
tions already  disclose  to  the  Securities  and  Exchange  Commission. 
It  establishes  absolutely  no  restrictions  or  preclearance  require- 
ments of  any  kind. 

Treasury  Secretary  James  Baker  and  other  Reagan  officials 
banded  together  with  foreign  lobbyists  to  defeat  my  proposal, 
which  asks  no  more  than  that  major  foreign  investors  sign  in  after 
they  have  walked  through  our  open  door.  The  United  States  would 
still  have  the  most  open  foreign  investment  policy  in  the  world — in 
stark  contrast  to  virtually  every  other  nation,  most  of  which  not 
only  require  extensive  registration,  but  also  impose  restrictions  and 
preclearance  requirements. 

Secretary  Baker  and  the  Reagan  Administration  argued  that 
mere  registration  here  would  inhibit  foreign  investment,  even 
though  more  extensive  registration,  preclearance  requirements  and 
restrictions  have  not  inhibited  permissible  investments  in  other  na- 
tions. 

The  Reagan  Administration  hypocritically  endorses  the  Invest- 
ment Canada  Act's  disclosure  requirements  and  restrictions  on 
U.S.  investment  in  that  country,  while  opposing  minimal  registra- 
tion of  foreign  investment  here. 

The  Investment  Canada  Act  requires  more  disclosure  than  my 
amendment  requires.  In  addition,  it  has  investment  restrictions 
and  a  preclearance  process.  Yet  Reagan  Administration  negotiators 
have  endorsed  the  Investment  Canada  Act,  part  of  the  United 
States-Canada  Free  Trade  Agreement,  which  Secretary  Baker  is 
lobbying  Congress  to  approve. 
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The  Administration  hails  this  trade  agreement  as  a  milestone  for 
free  trade  and  open  investment  and  as  a  victory  for  United  States 
negotiators.  In  light  of  Canada's  restricting  and  blocking  provisions 
endorsed  in  the  United  States-Canada  Free  Trade  Agreement,  I  am 
compelled  to  ask,  "How  can  Secretary  Baker  and  the  Reagan  Ad- 
ministration consistently  endorse  this  agreement,  but  insist  that  a 
simple  reporting  requirement  in  the  United  States  grossly  violates 
all  notions  of  free  trade  and  open  investment." 

Although  I  seriously  question  the  wisdom  of  the  one-sided  provi- 
sion that  permits  Canada  to  continue  registering,  prescreening,  and 
restricting  U.S.  investment  there  while  our  Administration  continues 
to  oppose  comparable  authority  for  the  United  States,  overall, 
the  good  aspects  of  the  United  States-Canada  Free  Trade  Agree- 
ment outweigh  the  bad.  It  will  create  the  largest  free  trade  area  in 
the  world,  removing  all  tariff  barriers  within  ten  years.  It  will 
create  substantial  international  business  opportunities  for  both  the 
United  States  and  Canada.  While  the  enactment  of  strong  and  re- 
sponsible trade  legislation  will  strengthen  the  United  States'  hand 
at  the  negotiating  table  and  help  remove  foreign  trade  barriers  to 
American  products,  the  adoption  of  the  United  States-Canada  Free 
Trade  Agreement  will  help  set  an  example  of  the  benefits  to  be 
gained  from  free  and  fair  trade. 

But  I  urge  this  and  future  Administrations  not  to  trade  away  to 
other  nations  rights  we  do  not  seek  to  preserve  for  ourselves. 

John  Bryant. 


ADDITIONAL  VIEWS  OF  THE  HONORABLE  MICKEY  LELAND 

Today  this  Committee  will  consider  H.R.  5090,  implementing  leg- 
islation for  the  United  States-Canada  Free  Trade  Agreement. 

Congressional  approval  of  this  historic  treaty  will  greatly  ad- 
vance our  guest  for  freer  markets  of  goods  and  services  in  both 
countries.  By  eliminating  trade  barriers,  our  two  nations  will  expe- 
rience improved  opportunities  for  businesses  and  lower  prices  for 
consumers. 

Despite  these  benefits,  I  harbor  reservations  concerning  Chapter 
9  of  the  agreement  concerning  the  energy  provisions.  In  short,  this 
agreement  will  result  in  larger  quantities  of  Canadian  natural  gas 
and  electricity  entering  the  United  States.  My  concern  is  that  in- 
creased reliance  on  these  imports  will  crowd  out  our  domestic  sup- 
plies of  natural  gas  and  electricity.  Additionally,  the  beleaguered 
United  States  uranium  industry  could  be  hurt  by  increased  imports 
of  Canadian  uranium. 

The  domestic  energy  industry  is  still  struggling  to  overcome  the 
economic  hardships  of  depressed  energy  prices.  Energy  producing 
states  continue  to  grapple  with  high  unemployment  and  depressed 
economies. 

Accordingly,  great  care  must  be  taken  to  strike  the  appropriate 
balance  between  increasing  Canadian  energy  imports  and  reviving 
our  domestic  energy  industry.  While  this  balance  may  not  be  easily 
achieved,  we  must  continue  all  attempts  to  restore  the  viability  of 
our  domestic  energy  industry.  Moreover,  the  national  security  re- 
quirements of  a  healthy  energy  industry  cannot  be  over  empha- 
sized. 

Last  month,  the  United  States  enacted  legislation  renewing  its 
participation  in  the  International  Energy  Agency.  As  part  of  that 
legislation,  I  proposed  a  comprehensive  study  on  Pan  American 
Energy  Security.  This  study,  which  is  now  underway  by  the  De- 
partments of  Energy,  State  and  Commerce,  will  evaluate  various 
energy  policy  options  for  increasing  United  States  cooperation  with 
other  countries  in  this  hemisphere.  The  study  will  examine  various 
policies  pertaining  to  crude  oil,  natural  gas,  nuclear  energy,  conser- 
vation, and  renewable  energy.  By  pooling  the  energy  resource  of 
the  Americas,  the  appropriate  balance  between  free  trade  and 
energy  security  can  be  achieved. 

Further  efforts  for  trade  liberalization  should  continue  to  be  pur- 
sued. Perhaps,  in  due  time,  the  United  States  and  Mexico  could 
reap  the  benefits  of  a  trade  agreement  similar  to  the  one  we  will 
consider  today. 

Mickey  Leland. 
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ADDITIONAL  COMMENTS 

The  United  States-Canada  Free  Trade  Agreement  harbors  the  be- 
ginning of  a  new  era  in  our  nation's  relations  with  Canada.  Howev- 
er, the  agreement  is  so  sweeping  that  it  fails  to  properly  address 
the  concerns  of  many  areas  of  the  U.S.  economy  which  would 
suffer  unduly  from  swiftly  enacting  the  agreement.  This  is  particu- 
larly relevant  in  regards  to  the  domestic  uranium  industry. 

There  is  great  concern  that  with  the  immediate  repeal  of  Section 
161 V.  of  the  Atomic  Energy  Act  with  respect  to  Canada,  the  domes- 
tic uranium  industry  will  not  be  able  to  regain  a  competitive  posi- 
tion in  the  marketplace.  Congress  passed  the  Atomic  Energy  Act 
with  the  express  intent  of  maintaining  a  viable  domestic  uranium 
industry  for  our  nation's  energy  and  national  securities.  By  law  the 
Department  of  Energy  is  mandated  to  maintain  the  industry 
healthy  and  viable.  With  the  partial  repeal  of  Section  161  v.  of  the 
Act,  the  Department  of  Energy  will  no  longer  have  the  tools  to 
carry  out  its  mandate. 

Due  to  changing  energy  policies,  there  has  been  a  decrease  in  the 
number  of  nuclear  power  facilities  being  constructed  with  a  conse- 
quent reduction  in  demand  for  uranium  and  a  substantial  increase 
in  uranium  stockpiles.  Moreover,  the  domestic  industry  is  saddled 
with  the  costly  responsibility  of  reclaiming  residual  mill  tailings 
cast  off  in  the  mining  process.  The  cumulative  effect  of  these  fac- 
tors, combined  with  increasingly  vigorous  foreign  competition,  have 
placed  the  domestic  uranium  industry  at  an  insurmountable  disad- 
vantage as  it  attempts  to  regain  viability  and  market  share. 

Lacking  any  adjustment  assistance  for  the  uranium  industry,  im- 
plementation of  the  Free  Trade  Agreement  does  not  allow  the  do- 
mestic uranium  industry  either  sufficient  time  nor  the  means  to 
surmount  its  many  problems.  If  the  Congress  does  not  address 
these  crucial  issues  in  the  near  future,  it  is  unreasonable  to  expect 
that  our  nation  will  ever  again  have  a  viable  and  competitive  do- 
mestic uranium  industry. 

Bill  Richardson. 
Howard  C.  Nielson. 
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